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FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING 
TO  HOSPITAL  PAYMENTS  UNDER  PART  A  OF 
THE  MEDICARE  PROGRAM 


WEDNESDAY,  FEBRUARY  28,  1990 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Subcommittee  on  Health, 

Washington,  D.C. 
The  subcommittee  met,  pursuant  to  notice,  at  10:10  a.m.,  in  room 
1100,  Longworth  House  Office  Building,  Hon.  Fortney  Pete  Stark 
(chairman  of  the  subcommittee)  presiding. 
[The  press  release  announcing  the  hearing  follows:] 
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FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #18 

THURSDAY,   FEBRUARY  15,   1990      SUBCOMMITTEE  ON  HEALTH 

COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,  D.C.  20515 
TELEPHONE:    (202)  225-7785 


THE  HONORABLE  FORTNEY  PETE  STARK  (D. ,   CALIF.),  CHAIRMAN, 
SUBCOMMITTEE  ON  HEALTH,  COMMITTEE  ON  WAYS  AND  MEANS , 
U.S.  HOUSE  OF  REPRESENTATIVES, 
ANNOUNCES  A  HEARING  ON  FISCAL  YEAR  1991  BUDGET  ISSUES  RELATING  TO 
HOSPITAL  PAYMENT  UNDER  PART  A  OF  THE  MEDICARE  PROGRAM 


The  Honorable  Fortney  Pete  Stark  (D.,  Calif.),  Chairman, 
Subcommittee  on  Health,  Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  announced  today  that  the  Subcommittee  will 
hold  a  hearing  on  fiscal  year  1991  budget  issues  relating  to 
hospital  payment  under  Part  A  of  the  Medicare  program.  The 
hearing  will  be  held  on  Wednesday,  February  28,  1990,  beginning 
at  10:00  a.m.,  in  the  main  Committee  hearing  room,  1100  Longworth 
House  Office  Building. 

In  announcing  the  hearing,  Chairman  Stark  said,  "Hospital 
payments  under  the  Medicare  program  continue  to  grow  at  high 
rates,  yet  some  hospitals,  particularly  in  our  Nation's  largest 
cities,  are  finding  it  increasingly  difficult  to  maintain 
services.    Careful  scrutiny  of  Medicare's  hospital  payment  system 
must,  therefore,  be  a  high  priority  for  the  Congress." 

Oral  testimony  will  be  heard  from  invited  witnesses  only. 
However,  any  individual  or  organization  may  submit  a  written 
statement  for  consideration  by  the  Subcommittee  and  for  inclusion 
in  the  printed  record  of  the  hearing. 


BACKGROUND 

Under  current  lav  hospital  payments  will  increase 
$5.3    billion  in  fiscal  year  1991,  a  10-percent  increase  over 
the  current  year. 

The  Prospective  Payment  Assessment  Commission  is  required  to 
report  on  March  1  of  each  year  regarding  the  Commission's 
recommendations  for  the  hospital  payment  update  used  to  increase 
hospital  payments  in  each  fiscal  year.    This  report  will  be 
presented  at  the  hearing. 

Testimony  will  also  be  presented  by  the  Administrator  of  the 
Health  Care  Financing  Administration  regarding  the  changes  in 

Medicare  payments  to  hospitals  proper sd  by  th*  President  in  his 
budget . 

Under  current  law,  the  hospital  payment  update  equals  the 
increase  in  the  hospital  market  basket  (a  measure  of  inflation  in 
the  costs  of  goods  and  services  purchased  by  hospitals) .  The 
Congressional  Budget  Office  estimates  that  the  hospital  market 
basket  index  will  increase  4.8  percent  in  fiscal  year  1991.  In 
the  last  several  years,  Congress  has  made  other  adjustments  in 
the  update  to  take  into  account  factors  such  as  substitution  of 
outpatient  care  for  inpatient  care,  changes  in  technology,  and 
changes  in  coding  practices. 


(MORE) 
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DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS; 

For  those  who  wish  to  file  a  written  statement  for  the 
printed  record  of  the  hearing,  six  (6)  copies  are  required  and 
must  be  submitted  by  the  close  of  business  on  Wednesday,  March  7, 
1990,  to  Robert  J.  Leonard,  Chief  Counsel,  Committee  on  Ways  and 
Means,  U.S.  House  of  Representatives,  1102  Longworth  House  Office 
Building,  Washington,  D.C.  20515.    An  additional  supply  of 
statements  may  be  furnished  for  distribution  to  the  press  and 
public  if  supplied  to  the  Subcommittee  office,  1114  Longworth 
House  Office  Building,  before  the  hearing  begins. 


SEE  FORMATTING  REQUIREMENTS  BELOW: 

Each  statement  presented  for  printing  to  the  Committee  by  a  witness,  any  written  statement  or  exhibit  submitted  for  the 
printed  record  or  any  written  comments  in  response  to  a  request  for  written  comments  must  conform  to  the  guidelines  listed  below. 
Any  statement  or  exhibit  not  in  compliance  with  these  guidelines  will  not  be  printed,  but  will  be  maintained  in  the  Committee 
files  for  review  and  use  by  the  Committee. 

1.  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typed  in  single  space  on  legal-size  paper  and  may  not 
exceed  a  total  of  10  pages. 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be  accepted  for  printing.  Instead,  exhibit  material  should 
be  referenced  and  quoted  or  paraphrased.  All  exhibit  material  not  meeting  these  specifications  will  be  maintained  in  the 
Committee  files  for  review  and  use  by  the  Committee. 

3.  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will  appear  or,  for  written  comments,  the  name  and 
capacity  of  the  person  submitting  the  statement,  as  well  as  any  clients  or  persons,  or  any  organization  for  whom  the  witness 
appears  or  for  whom  the  statement  is  submitted. 

4.  A  supplemental  sheet  must  accompany  each  statement  listing  the  name,  full  address,  a  telephone  number  where  the  witness 
or  the  designated  representative  may  be  reached  and  a  topical  outline  or  summary  of  the  comments  and  recommendations 
in  the  full  statement.  This  supplemental  sheet  will  not  be  included  in  the  printed  record. 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted  for  printing.  Statements  and  exhibits  or 
supplementary  material  submitted  solely  for  distribution  to  the  Members,  the  press  and  public  during  the  course  of  a  public  hearing, 
may  be  submitted  in  other  forms. 


*  *  *  *  * 
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Chairman  Stark.  The  subcommittee  will  begin  with  its  consider- 
ation of  issues  related  to  the  fiscal  year  1991  budget.  Continuing 
growth  in  hospital  payments  under  part  A,  their  rate  of  inflation 
which  is  twice  the  rate  of  inflation  in  the  general  economy,  once 
again  brings  urgency  to  our  consideration  of  this  topic. 

I  am  pleased  to  welcome,  once  again,  Dr.  Stuart  Altman,  Chair- 
man of  the  Prospective  Payment  Assessment  Commission,  affec- 
tionately known  to  us  as  ProPAC;  and  other  distinguished  wit- 
nesses who  will  share  their  expertise  with  us,  and  I  hope  will  be 
helpful  to  the  subcommittee  in  examining  these  payment  issues. 

I  am  also  fortunate  to  be  able  to  welcome  later  this  morning,  Dr. 
Gail  Wilensky,  Administrator  of  the  Health  Care  Financing  Ad- 
ministration on  her  first  appearance  before  the  committee.  I  know 
we  all  look  forward  to  working  with  Dr.  Wilensky  toward  a 
common  goal  to  solve  the  many  problems  the  Medicare  program 
presents  us. 

At  this  point  in  time,  a  budget  resolution  has  not  been  adopted 
by  Congress,  and  the  committee  does  not  know  what  the  savings 
target  for  Medicare  will  be. 

Once  again,  we  have  been  asked  to  discuss  savings  in  excess  of  $5 
billion,  and  I  think,  the  committee,  by  an  overwhelming  majority, 
would  suggest  that  is  too  much. 

On  the  other  hand,  the  hospital  industry  has  once  again  demand- 
ed that  we  not  cut  Medicare  part  A  at  all.  And  that  is  clearly  irre- 
sponsible. If  no  cuts  are  made,  Medicare  part  A  payments  to  hospi- 
tals would  grow  from  $52.5  billion  in  fiscal  year  1990  to  $58.3  bil- 
lion in  fiscal  year  1991,  a  growth  rate  of  more  than  11  percent  and 
this  growth  rate  is  neither  acceptable,  desirable,  nor  affordable. 

Hospital  margins  for  Medicare  are  dropping,  even  though  pay- 
ments continue  to  rise  at  an  excessively  rapid  rate.  As  I  said  last 
year  at  this  time,  the  current  problems  of  hospitals  are  not  due  to 
shortfalls  in  revenue.  It  is  a  resource  consumption  problem.  Hospi- 
tal spending  has  increased  about  10  percent  per  year  for  each  year 
of  PPS.  If  hospital  spending  had  been  brought  under  control,  mar- 
gins would  be  far  above  where  they  are  now. 

The  problem  continues  to  focus  around  the  fact  that  hospitals 
refuse  to  recognize  that  in  Medicare,  at  least,  we  are  serious  about 
restricting  growth  in  hospital  revenues.  We  expect  that  hospitals, 
individually,  and  as  an  industry,  will  take  steps  necessary  to  re- 
strain excessive  growth. 

To  that  end,  our  job  as  a  subcommittee  is  to  establish  tough,  real- 
istic targets  for  growth  in  hospital  payments,  hoping  to  make  them 
equitable  to  both  the  taxpayer  and  the  hospital. 

I  look  forward  to  hearing  from  our  witnesses  and  receiving  their 
input  on  this  important  problem. 

Mr.  Gradison. 

Mr.  Gradison.  Thank  you,  Mr.  Chairman. 

I  want  to  thank  you,  Mr.  Chairman,  for  calling  this  hearing  at 
such  an  early  stage  in  our  review  of  the  recommendations  which 
have  come  to  us,  with  regard  to  reimbursement.  I  have  reached  a 
point,  Mr.  Chairman,  in  my  own  thinking,  where  frankly,  I  am  not 
so  sure  we  ought  to  act  at  all.  I  am  starting  to  suspect  that  we 
might  do  more  good  to  resort  to  sequestration  in  some  of  our  legis- 
lative changes  which  we  fiddle  around  with  every  year. 
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But,  I  am  willing  to  be  talked  out  of  that  and  if  there  is  any 
group  in  America  that  I  have  confidence  in  to  talk  me  out  of  it, 
and  lead  me  in  the  proper  direction,  it  is  ProPAC.  I  just  want  to 
say,  Mr.  Chairman,  not  only  for  the  contribution  which  we  are 
going  to  receive  at  this  hearing  by  ProPAC,  but  for  all  the  help 
they  have  given  us  over  the  years,  and  at  the  retreats  that  our  sub- 
committee and  full  committee  have  held,  it  is  very  reassuring  to 
know  that  we  can  count  on  receiving  well  informed,  objective 
advice  on  these  issues  before  we  are  called  upon  to  make,  what  are 
never  easy  decisions. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Are  there  any  other  comments  by  any  of  the 
other  committee  members? 

If  not,  our  first  witness,  as  I  said,  is  Dr.  Stuart  Altman,  who  is 
Chairman  of  the  Prospective  Payment  Assessment  Commission.  He 
is  accompanied  by  his  Executive  Director,  Dr.  Don  Young. 

Stuart,  as  Bill  said,  it  is  wonderful  to  have  you  here  and  why  do 
you  not  proceed  to  enlighten  us  in  any  way  that  you  are  comforta- 
ble and  we  will  look  forward  to  your  remarks. 

STATEMENT  OF  STUART  H.  ALTMAN,  PH.D.,  CHAIRMAN,  PROSPEC- 
TIVE PAYMENT  ASSESSMENT  COMMISSION,  ACCOMPANIED  BY 
DONALD  A.  YOUNG,  M.D.,  EXECUTIVE  DIRECTOR 

Mr.  Altman.  Thank  you,  Mr.  Chairman,  and  Mr.  Gradison, 
thank  you  for  those  kind  remarks. 

It  is  a  source  of  satisfaction  that  I  bring  today  the  sixth  report  of 
the  Prospective  Payment  Assessment  Commission  to  you. 

We  have  had  the  privilege  of  testifying  before  this  committee  on 
March  1,  for  the  last  several  years,  and  we  always  felt  good  that  we 
were  able  to  bring  you  the  report,  and  then  when  you  moved  it  up 
to  the  29th,  Don  had  to  scurry  but  we  have  the  report. 

And  I  hope  you  will  find  it  helpful  in  your  deliberations. 

As  you  are  aware,  your  committee,  as  well  as  we,  are  very  con- 
cerned about  the  challenge  of  maintaining  a  reasonable  balance  be- 
tween the  potentially  conflicting  goals  of  controlling  spending  for 
inpatient  hospital  care  under  Medicare  and  maintaining  access  to 
high  quality  care  for  our  Medicare  beneficiaries. 

As  Medicare  payment  rates  are  constrained  the  Commission  is 
especially  concerned  that  the  policies  that  determine  the  distribu- 
tion payments  are  fair  for  all  hospitals. 

Before  describing  our  specific  recommendations  for  1991,  I  would 
like  to  briefly  review  some  of  our  work  this  year,  that  contributed 
to  the  development  of  our  recommendations. 

Since  PPS  began,  the  overall  rate  of  increase  in  Medicare  ex- 
penditures for  hospital  care  has  slowed  substantially.  Between  1980 
and  1983,  expenditures  for  inpatient  care  increased  an  average  of 
17  percent  annually.  Since  1984,  these  expenditures  have  increased 
by  only  5  percent.  While  much  of  the  decline  in  spending  is  due  to 
a  decrease  in  hospital  admissions,  it  is  also  true  that  after  adjust- 
ing for  inflation,  Medicare  payments  per  admission,  rose  more 
slowly  after  PPS  than  before.  The  rate  of  increase  in  hospital  Medi- 
care costs  per  case,  however,  has  not  been  reduced  nearly  as  much 
as  the  overall  reductions  in  spending. 


6 


During  the  first  year  of  PPS,  hospitals  anticipating  a  reduction 
in  revenues,  did  reduce  their  costs  substantially.  However,  in  the 
last  few  years,  we  see  rates  of  increase  in  hospital  costs  which  look 
very  similar  to  the  rates  of  increase  prior  to  PPS. 

And  I  must  tell  you,  Mr.  Chairman,  this  is  a  source  of  much  con- 
cern to  the  Commission,  because  as  I  will  indicate  later,  as  long  as 
these  costs  are  going  up  at  twice  the  market  basket,  even  substan- 
tial increases  in  payments  to  the  hospital  sector,  will  lead  to  de- 
creasing margins.  And  it  is  especially  troubling  since  PPS  was  to 
provide  hospitals  with  a  financial  incentive  to  control  their  own 
costs,  as  opposed  to  the  regulatory  environment  of  the  1970's. 

The  financial  conditions  of  these  hospitals,  therefore,  has  an  im- 
portant bearing  on  our  work.  We  believe  that  a  major  part  of  our 
responsibility  relates  to  assuring  that  PPS  does  not  adversely  affect 
access  to  quality  health  care  for  Medicare  beneficiaries,  and,  yet,  I 
know  that  if  we  just  pay  them  all  their  cost  increases,  we  are  back 
to  cost-based  reimbursement  with  a  lot  of  bells  and  whistles. 

So  we  are  spending  a  lot  of  time  trying  to  understand  the  under- 
lying incentives  that  are  operating  in  the  hospital  industry. 

The  analysis  that  we  have  presented  to  this  subcommittee  in  the 
past,  and  will  update  today,  shows  that  while  initial  PPS  rates 
were  higher  than  expected,  generating  higher  operating  margins  in 
the  first  few  years,  overall  the  operating  margins  under  Medicare 
for  inpatient  care  has  fallen  to  zero.  Our  estimates  are  that  this 
year,  operating  margins  will  fall  to  around  2  to  2V2  percent  below 
zero  and  that  is  the  average. 

And  as  you  have  heard  and  will  hear,  I  am  sure,  later  this  morn- 
ing, numbers  of  hospitals  and  groups  of  hospitals  are  substantially 
below  the  2V2  percent  and  as  I  indicated  that  is  a  source  of  much 
concern  to  us. 

Let  me  focus  a  bit  on  our  recommendations  and  then  I  will  talk 
about  some  very  important  sub-issues  that  we  need  to  continue  to 
deal  with. 

The  Commission  is  recommending  an  overall  update  to  the  PPS 
rates  of  4.9  percent.  This  increase  is  one-half  of  1  percentage  point 
less  than  the  projected  rate  of  inflation.  The  Commission  recom- 
mends that  urban  hospitals  receive  an  update  factor  of  AV2  percent 
and  that  rural  hospitals  receive  an  update  of  7  percent.  I  will  ex- 
plain both  of  these  recommendations  in  more  detail. 

The  largest  component  of  the  update  factor,  as  you  know  well,  is 
what  is  happening  to  inflation.  And  our  estimate  is  that  inflation 
for  hospitals  will  be  around  5.4  percent.  We  are  making  some  tech- 
nical adjustments,  and  therefore,  our  number  is  slightly  different 
than  what  may  come  from  other  witnesses. 

As  we  have  noted  before,  the  total  change  in  payments  to  hospi- 
tals is  not  the  update  factor.  We  have  gotten  into  a  lot  of  dialog 
with  the  hospital  industry  and  I  know  Mr.  Chairman,  you  have 
gotten  into  substantial  dialog  with  representatives  of  the  hospital 
industry  on  this  issue.  The  issue  is  what  is  the  increase  in  total 
payments  going  to  hospitals;  is  it  the  update  factor?  The  answer  is 
clearly  no. 

The  majority  of  the  increase  in  funds  that  the  Medicare  program 
is  now  paying  to  hospitals,  comes  from  changes  in  what  is  called 
the  case-mix  index.  We  look  at  changes  in  the  case-mix  index  very 
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carefully  to  determine  how  much  of  that  change  can  legitimately 
be  considered  hospitals  treating  sicker  patients  and  how  much  of  it 
is  due  to  a  more  sophisticated  use  of  our  coding  system. 

And  this  year  we  recommend  that  the  total  update  factor  be  re- 
duced by  about  one-half  of  1  percent,  which  reflects  our  estimate  of 
what  the  increase  in  the  case  mix  that  is  not  attributable  to  sicker 
patients. 

We  are  also  recommending  that  the  differential  between  the 
standardized  amounts  for  rural  and  other  urban  hospitals  should 
be  phased  out  over  3  years.  We  recommend  the  3-year  phaseout 
rather  than  the  5  years  suggested  by  the  Congress  because  of  new 
evidence  which  suggests  that  rural  hospitals,  indeed,  have  received 
lower  payments  relative  to  their  costs  than  hospitals  in  other 
urban  areas. 

The  primary  reason  why  urban  hospitals  have  received  higher 
payments,  is  because  of  this  higher  case-mix  that  they  have  been 
able  to  benefit  by  more  than  rural  hospitals.  Therefore,  we  recom- 
mend adjusting  our  total  payment  to  reflect  that. 

The  difference  between  the  standardized  amounts  should  be 
phased  out  through  adjustments  in  the  update  factor.  Our  update 
recommendation  includes  a  2.1  percent  additional  adjustment  for 
rural  hospitals  above  the  overall  average  update  factor. 

So  to  make  this  adjustment  in  a  budget-neutral  fashion,  we  are 
recommending  a  slight  reduction  for  urban  hospitals  of  four-tenths 
of  1  percent,  below  the  4.9-percent  update  recommended. 

We  expect  that  the  relationship  between  cost  and  payments  will 
be  similar  for  urban  and  rural  hospitals,  at  the  completion  of  the  3- 
year  phaseout  of  the  differential.  We  will  continue  to  monitor  the 
relative  financial  conditions  of  urban  and  rural  hospitals  to  deter- 
mine that  if,  after  this  phaseout  of  the  differential,  further  adjust- 
ments are  necessary. 

Currently  the  standardized  amount  for  hospitals  in  large  urban 
areas  is  greater  than  the  standardized  amount  for  hospitals  in 
other  urban  areas  and  you  have,  in  this  committee,  made  recom- 
mendations for  that.  Our  research  shows  that  these  recommenda- 
tions were  correct,  in  terms  of  the  fact  that  urban  hospitals,  large 
urban  hospitals,  did  have  a  slightly  higher  cost  structure,  than  hos- 
pitals in  other  urban  areas. 

However,  in  looking  at  the  numbers  it  is  suggested  that  differ- 
ence is  rather  small.  While  we  would  recommend  that  we  maintain 
the  differential,  we  have  not  recommended  widening  the  differen- 
tial. Therefore,  we  have  recommended  that  the  rate  of  increase  for 
other  urban  and  large  urban  this  year,  remain  the  same. 

Finally,  Mr.  Chairman,  the  update  factor  is  only  one  source  of 
growth  in  PPS  payments.  As  I  mentioned  a  moment  ago,  changes 
in  reported  case  mix  cause  changes  in  PPS  payments.  Hospitals 
automatically  receive  higher  payments  for  reported  increase  in 
case  mix.  In  fiscal  year  1991,  we  estimate  that  hospitals  will  re- 
ceive 2V2-percent  increase  in  payments  from  the  estimated  change 
in  case  mix. 

Together  with  the  4.9-percent  update  the  average  increase  in 
PPS  payments  will  be  about  7.4  percent,  if  you  accept  our  recom- 
mendations. 
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We  have  a  mandate  from  you  to  look  at  what  we  call  excluded 
hospitals.  As  you  know,  excluded  hospitals  are  on  different  types  of 
payment  systems  flowing  from  the  original  TEFRA  legislation. 

Since  they  are  not  subject  to  changes  in  case-mix,  we  tend  to  rec- 
ommend that  their  update  be  much  closer  to  the  rate  of  inflation. 

As  a  result,  we  are  recommending  that  the  target  rate  of  in- 
crease for  rehabilitation  and  psychiatric  facilities  and  long-term 
hospitals,  be  5.6  percent  and  for  children's  hospitals,  5.4  percent. 

Now,  Mr.  Chairman,  I  am  personally  concerned  and  I  know  that 
my  fellow  Commissioners  are  that  these  hospitals  have  not  re- 
ceived the  level  of  analysis  that  they  deserve  and  that  we  should 
provide. 

And,  therefore,  this  year,  we  have  allocated  a  substantial  amount 
of  our  analytical  resources  to  looking  at  these  hospitals.  Unfortu- 
nately the  data  that  has  come  to  us  has  not  been  of  a  form  that  I 
can  report  results  of  our  analyses  to  you  today.  As  soon  as  it  is 
available,  you  can  be  sure  that  we  will  present  it  to  the  committee. 

Let  me  now  focus  on  two  issues  which  are  of  pressing  concern 
and  have  dominated  our  discussions  over  the  last  year. 

The  first  deals  with  the  indirect  medical  education  adjustment 
and  the  second,  the  special  adjustment  for  rural  hospitals. 

Hospitals  with  medical  education  programs,  as  you  know  well, 
have  higher  costs  than  other  hospitals.  And  from  the  beginning, 
PPS  has  recognized  the  legitimacy  of  much  of  these  higher  costs 
and  has  made  a  special  adjustment. 

Currently,  the  adjustment,  as  you  know  well,  is  7.7  percent — by 
the  way  I  should  add  that  we  are  talking  about  expenditures  from 
the  Medicare  program  of  around  $2.5  billion  that  flow  through  this 
indirect  medical  adjustment. 

Now,  this  7.7  percent  was  calculated  several  years  ago,  based  on 
a  very  complicated  mathematical  formula.  Now,  we  have  tried  to 
continue  to  monitor  that  formula  and  see  what  the  correct  number 
is  that  should  be  used. 

If  you  simply  use  the  formula  in  its  unabashed  complicated  form, 
you  come  up  with  a  number  of  not  7.7  percent,  but  rather  3.2  per- 
cent. And  I  know  the  administration  has  advocated  that  you  simply 
adjust  the  7.7  percent  down  to  4.05  percent.  That  would  be  a  dras- 
tic cut  in  expenditures  to  teaching  hospitals.  As  I  indicated,  we  are 
talking  about  $2.5  billion  and  you  would  be  cutting  it  in  half,  so 
that  you  would  be  taking  out  over  $1  billion  or  more  from  teaching 
hospitals. 

These  are  the  hospitals  that  we  recognize  are  centers  of  excel- 
lence throughout  the  country  and  therefore,  the  Commission  did 
not  feel  it  appropriate  to  simply  recommend  following  that  formula 
without  looking  behind  these  numbers. 

When  you  look  behind  the  numbers,  we  find  a  very  interesting 
and  I  must  admit,  troubling  pattern.  Teaching  hospitals  on  every 
measure  we  looked  at,  do  the  best  if  you  just  focus  on  Medicare  op- 
erating margins. 

The  numbers  we  have  presented  to  you,  in  the  past,  and  present- 
ed you  again,  indicate  that  the  teaching  hospital  margins  on  Medi- 
care exceed  11  percent,  even  during  a  time  when  the  average  mar- 
gins are  falling  to  zero. 
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So  if  you  just  look  at  Medicare,  you  would  have  to,  I  think,  con- 
clude that  the  teaching  adjustment  should  be  cut  back  to  3.2  per- 
cent. However,  this  year,  for  the  first  time,  we  have  information 
which  we  have  shared  with  your  staff,  which  looks  not  only  at  the 
Medicare  margins,  but  the  total  margins  of  these  institutions. 

And  what  we  find  is  that  the  teaching  hospitals  flip  from  having 
positive  11-percent  margins  to  negative  margins.  They  are  the  only 
class  of  hospitals  that  we  have  looked  at,  aside  from  small,  rural 
hospitals  that  flip  to  such  a  large  extent  to  a  negative  margins  of 
0.7  percent. 

Therefore,  the  Commission,  and  I  am  sure,  you,  as  a  committee, 
are  faced  with  a  dilemma.  If  you  simply  take  a  look  at  the  Medi- 
care program,  I  think  you  are  forced  to  conclude  that  you  need  a 
substantial  reduction  in  that  teaching  adjustment.  On  the  other 
hand,  if  you  take  a  look  at  the  total  financial  viability  of  these  in- 
stitutions, it  suggests  caution  in  strong  terms. 

As  a  result  the  Commission  has  recommended,  we  hope,  a  pru- 
dent course  of  action  and  that  is,  to  look  and  make  some  adjust- 
ment. We  have  recommended  that  you  take  one-fifth  of  the  differ- 
ence between  7.7  and  3.2  percent  and  adjust  down  the  teaching  ad- 
justment down  to  6.8  percent.  And  not  go  beyond  that  until  we 
have  had  a  chance  to  look  again  at  the  financial  conditions  of  these 
institutions. 

Again,  we  have  tried  to  balance  the  fact  that  to  use  the  Medicare 
program  to  solve  all  of  the  other  problems  of  our  total  financing 
system  is,  perhaps,  unfair  and  yet,  not  to  recognize  the  legitimacy 
of  using  the  Medicare  program  to  maintain  the  financial  viability 
of  these  institutions,  also  we  believe  would  not  be  correct. 

I  will  tell  you  now,  there  is  nothing  magic  about  taking  one-fifth, 
it  is  an  arbitrary  number  that  was  selected  by  the  Commission  as  a 
way  of  saying,  some  reduction  was  called  for  but  be  gentle. 

Now,  with  respect  to  rural  hospitals,  as  I  indicated,  rural  hospi- 
tals have  been  the  subject  of  much  concern,  not  only  to  the  Com- 
mission but  to  the  Congress. 

I  remember  last  year,  Congressman  Michael  appeared  before 
your  committee  for  a  period  of  time  and  discussed  the  problems  of 
rural  hospitals  in  this  country.  The  Commission  has  focused  its  en- 
ergies on  this  issue  as  much  as  any. 

And,  as  I  indicated  in  my  opening  remarks,  we  found  some  inter- 
esting information.  We  found,  that  in  general,  urban  hospitals  have 
been  paid  more  relative  to  their  costs  than  rural  hospitals.  As  a 
result,  we  are  recommending  that  the  difference  between  other 
urban  and  rural  standardized  amounts  be  eliminated  over  3  years. 

But  we  also  examined  PPS  margins  and  total  margins.  And  what 
we  found  for  rural  hospitals  is  almost  the  opposite  of  what  we 
found  for  teaching  hospitals.  Whereas  rural  hospitals  do  very 
poorly  under  Medicare  they  do  not  do  nearly  as  poorly  if  you  look 
at  their  total  margins. 

As  a  matter  of  fact,  while  in  the  fifth  year  of  PPS,  the  total  mar- 
gins for  all  rural  hospitals  were  a  positive  3.5  percent,  while  their 
operating  margins  for  Medicare  were  a  minus  3.3  percent. 

Nevertheless,  based  on  the  information  that  we  had,  we  did  rec- 
ommend that  the  differential  between  the  other  urban  and  rural 
standardized  amounts  should  be  phased  out  over  3  years. 
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But  understand  that  one  of  the  serious  problems  of  rural  hospi- 
tals is  declining  admissions.  Declining  admissions  always  adversely 
affect  hospitals,  but  under  PPS  they  really  affect  them,  because  the 
system  is  geared  to  admissions.  Hospitals  that  have  increasing  ad- 
missions do  very  well  under  PPS  and  hospitals  that  have  declining 
admissions  really  get  socked. 

And  now,  we  took  a  look  beyond  the  statistics  of  hospitals  to  find 
out  what  impact  these  declining  admissions  are  having  on  rural 
residents.  In  other  words,  are  they  getting  access  to  top  flight  medi- 
cal care? 

We  had  a  contractor  take  a  look  at  that  and  we  found  that  while 
the  rate  of  admissions  to  rural  hospitals  was  declining,  rural  resi- 
dents had  a  higher  rate  of  overall  hospital  admissions  than  urban 
residents  in  the  five  States  that  we  studied. 

This  pattern  of  higher  rates  of  inpatient  hospital  use,  by  rural 
residents  has  been  going  on  for  a  long  time.  And  it  has  declined  a 
little  bit,  but  what  we  found  is  that  rural  residents  when  they  need 
complicated  sophisticated  hospital  care,  bypass  those  rural  hospi- 
tals and  go  into  the  referral  centers,  or  go  into  urban  areas  to  re- 
ceive their  care. 

So  you  cannot  attribute  the  declining  admissions  in  rural  hospi- 
tals to  the  fact  that  rural  residents  are  not  receiving  hospital  care. 

Now,  there  is  an  argument  on  the  other  side,  that  says  if  those 
rural  hospitals  only  had  more  money  they  would  be  more  sophisti- 
cated and  these  people  would  not  need  to  go  to  other  hospitals. 

Well,  that  is  a  subject  for  a  longer  discussion. 

We  plan  to  continue  to  look  hard  at  rural  hospitals,  their  finan- 
cial conditions  as  well  as  rural  residents,  and  as  we  find  more  in- 
formation, we  will  provide  you  with  that,  as  well. 

Let  me  just  touch  on  two  or  three  other  issues  quickly.  One  of 
the  key  aspects  of  PPS  that  drives  much  of  the  money  that  flows 
into  various  hospitals  is  the  wage  adjustment;  this  complicated  ad- 
justment that  we  never  talk  about. 

Well,  it  turns  out  that  what  the  wage  index  is  matters  greatly 
and  what  we  have  been  trying  to  look  at  is  whether  the  index  is 
fair.  And  we  have  recommended  to  the  Secretary,  several  times 
that  they  update  the  wage  index.  Our  estimate  is  that  it  is  not  fair. 
It  tends  to  distort  the  flow  of  dollars. 

One  of  the  areas  that  we  have  suggested  to  him  is  that  the  Secre- 
tary and  the  Department  look  closely  at  the  occupational  mix  of 
workers  employed  by  hospitals  because  depending  on  how  sophisti- 
cated their  occupational  mix  is,  it  affects  what  their  wage  index  is. 

And  I  think  that  if  he  did  that,  you  would  find  that  the  dollar 
allocations  would  be  different  than  they  currently  are. 

Another  area  that  is  of  some  concern  to  us,  and  I  know  Mr. 
Chairman  of  real  concern  to  this  committee,  is  the  timeliness  and 
accuracy  of  data  that  we  need  to  use  for  decisionmaking. 

We  believe  that  much  greater  emphasis  should  be  placed  on  the 
auditing  and  processing  of  the  income  statements  section  of  the 
Medicare  cost  report.  Regardless  of  what  the  people  who  construct- 
ed PPS  thought,  your  committee,  ProPAC,  the  Congress  continue 
to  look  at  operating  margins.  We  need  to  know  the  financial  health 
of  these  institutions.  It  is  not  that  we  make  our  recommendations 
solely  on  the  basis  of  them,  but  the  major  source  of  information  in 
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this  area  comes  from  the  income  statements  of  those  Medicare  cost 
reports. 

The  fact  that  I  am  sitting  here,  this  morning,  telling  you  about 
PPS-5,  and  PPS-4,  when  we  are  in  PPS-7,  is  indicative  of  the  fact 
that  we  are  2  years  behind. 

You  are  going  to  have  witnesses  coming  up  and  they  are  going  to 
give  you  anecdotal  information  of  what  has  happened  yesterday 
when  the  best  that  we  can  do  in  a  timely  way  is  to  give  you  what 
happened  2  years  ago. 

It  needs  to  change  if  we  are  going  to  do  our  job  in  a  way  that  I 
am  sure  you  want. 

Well,  Mr.  Chairman,  again,  it  has  been  a  pleasure  to  come  before 
this  committee  and  I  really  personally  have  felt  in  my  chairman- 
ship that  I  could  always  rely  on  you  and  the  other  members  to  ask 
good  questions.  Your  staff  prods  us  all  the  time  to  do  better  things, 
and  I  hope  that  we  have  responded  in  a  positive  way. 

Our  job  is  to  provide  you  with  the  best  information  we  can  and  I 
hope  we  were  successful  this  morning. 

I  will  be  glad  to  answer  any  questions.  Thank  you,  very  much. 

[The  statement  of  Mr.  Altman  follows:] 
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TESTIMONY  OF  STUART  H.  ALTMAN,  PH.D. 
PROSPECTIVE  PAYMENT  ASSESSMENT  COMMISSION 


Good  morning  Mr.  Chairman.  I  am  pleased  to  be  here  today  to  discuss  the 
recommendations  of  the  Prospective  Payment  Assessment  Commission  for  updating  the 
Medicare  prospective  payment  system  for  fiscal  year  1991.  I  am  accompanied  today  by 
Donald  A.  Young,  M.D.,  the  Commission's  Executive  Director. 

ProPAC's  sixth  annual  report  to  the  Secretary  of  Health  and  Human  Services  will  be 
delivered  to  you  and  to  the  Secretary  tomorrow.  We  have,  however,  provided  you  and 
the  members  of  the  subcommittee  an  advance  copy  of  the  report. 

Background 

The  Commission's  greatest  challenge  is  to  maintain  a  reasonable  balance  between  the 
potentially  conflicting  goals  of  controlling  spending  for  inpatient  hospital  care  and 
maintaining  access  to  high  quality  care.  As  Medicare  payment  rates  are  constrained,  the 
Commission  is  especially  concerned  that  the  policies  that  determine  the  distribution  of 
payments  are  fair  for  all  hospitals. 

Before  describing  our  specific  recommendations  for  1991,  I  would  like  to  briefly  review 
some  of  our  work  this  year  that  contributed  to  the  development  of  our  recommendations. 

Since  PPS  began,  the  overall  rate  of  increase  in  Medicare  expenditures  for  hospital 
inpatient  care  has  slowed  substantially.  Between  1980  and  1983,  expenditures  for 
inpatient  care  increased  an  average  17  percent  annually.  Since  1984,  expenditures  have 
increased  only  about  5  percent  annually.  Much  of  this  decline  in  spending,  however,  is 
due  to  a  decrease  in  hospital  admissions.  Nevertheless,  after  adjusting  for  inflation, 
Medicare  payments  per  admission  rose  more  slowly  after  PPS  than  before. 

The  rate  of  increase  in  hospitals'  Medicare  cost  per  case  has  also  been  reduced 
somewhat.  This  effect  was  greatest  in  the  first  year  of  PPS,  when  hospitals  anticipated  a 
reduction  in  revenues.  Since  then,  however,  the  rate  of  increase  in  hospitals'  Medicare 
cost  per  case  seems  to  have  returned  almost  to  previous  levels.  (EXHIBIT  1  shows  the 
cumulative  cost  and  payment  trends  graphically.)  One  of  the  major  hypotheses 
underlying  PPS  was  the  expectation  that  hospitals,  faced  with  a  fixed  payment  amount 
per  case,  would  on  their  own  constrain  their  cost  growth.  It  is  therefore  of  much 
concern  to  the  Commission  that  hospitals  have  not  been  able  to  control  their  costs  the 
way  they  did  in  the  first  year  of  PPS.  One  possible  reason  for  the  cost  increases  is  that 
the  high  margins  in  the  first  year  of  PPS  lessened  hospitals'  incentives  for  containing 
costs.  Another  explanation  is  that  hospitals  have  not  been  able  to  influence  their 
physicians'  use  of  services,  and  instead  have  tried  to  maintain  their  financial  position  by 
expanding  services  that  generate  additional  revenue.  A  possible  complicating  factor 
contributing  to  the  increase  in  cost  per  case  is  the  large  decline  in  hospital  admissions. 
As  admissions  decrease,  fixed  costs  must  be  distributed  across  fewer  cases,  thereby 
increasing  per-case  costs. 

The  financial  condition  of  hospitals  also  has  an  important  bearing  on  our  work.  We 
believe  that  a  major  part  of  our  responsibility  relates  to  assuring  that  PPS  does  not 
adversely  affect  access  to  quality  health  care  for  Medicare  beneficiaries.  To  provide 
necessary  services,  hospitals  must  receive  adequate  compensation  for  treating  Medicare 
patients.    The  Commission  has  monitored  hospitals'  financial  condition  under  PPS  since 
the  data  first  became  available  several  years  ago.  As  an  indication  of  financial  condition, 
we  typically  examine  hospital  PPS  operating  margins  --  PPS  operating  revenues  in  excess 
of  Medicare  operating  costs.  Such  a  margin  excludes  both  the  revenues  and  costs 
associated  with  capital  and  direct  medical  education  plus  those  generated  by  non- 
Medicare  patients. 

Our  analyses,  which  we  have  presented  to  this  Subcommittee  in  the  past  and  will  be 
updating  today  showed  that,  initially,  PPS  rates  were  higher  than  expected.  These  high 
PPS  rates  contributed  to  large  PPS  operating  margins.  More  recently,  however,  PPS 
operating  margins  have  declined.  Our  latest  estimates  suggest  that  the  average  PPS 
operating  margins  fell  to  zero  or  below  last  fiscal  year  (1989)  and  have  decreased  even 
further  this  year.  A  primary  reason  is  that  cost  per  case  has  increased  at  twice  the  rate 
of  the  hospital  market  basket  (see  EXHIBIT  1).  Even  as  PPS  payments  increase  more 
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than  2  percentage  points  above  the  market  basket,  margins  will  continue  to  fall  unless 
per-case  costs  are  reduced. 

Since  a  hospital's  financial  condition  relates  to  costs  and  payments  for  Medicare  as  well 
as  for  other  payors,  we  also  examine  hospitals'  total  margins.  The  relationship  between 
PPS  and  total  margins  has  changed  substantially.  In  the  first  three  years  of  PPS,  total 
margins  were  roughly  half  the  level  of  the  PPS  operating  margins.  In  the  fourth  year, 
average  total  margins  were  still  below  the  PPS  operating  margins  and  averaged  almost  4 
percent.  In  the  fifth  year  of  PPS,  and  for  the  first  time  since  PPS  began,  total  margins 
were  higher  than  the  average  PPS  operating  margins.  This  change  in  the  relationship 
between  PPS  and  total  margins  indicates  that  in  the  first  few  years  of  PPS,  Medicare 
contributed  substantially  to  the  financial  well-being  of  hospitals.  This  is  no  longer  the 
case.  (EXHIBITS  2  and  3  show  PPS  operating  margins  and  total  margins.) 

Another  finding  of  concern  to  the  Commission  is  the  considerable  variability  in  margins 
across  hospitals.  Data  from  the  fourth  year  of  PPS  indicate  that  almost  half  of  the 
hospitals  incurred  losses  under  PPS,  while  more  than  10  percent  had  margins  in  excess  of 
18  percent. 

We  believe  that  this  wide  variability  of  hospital  financial  performance  under  PPS 
suggests  that  the  current  set  of  payment  adjustments  may  fail  to  capture  some  key 
sources  of  cost  variation.  The  system's  adjustments  are  intended  to  account  for 
variations  in  costs  that  are  beyond  hospitals'  control.  However,  factors  that  affect  costs 
but  cannot  be  readily  measured  are  not  included.  We  need  to  better  understand  the 
sources  of  the  variation  in  financial  performance  and  the  reasons  that  some  hospitals 
have  done  so  well  under  PPS  while  others  have  not.  We  have  several  studies  underway 
to  address  these  issues  and  we  will  be  recommending  changes  to  you  and  to  the 
Secretary  where  appropriate. 

Mr.  Chairman,  let  me  turn  now  to  our  specific  recommendations  for  the  fiscal  year  1991. 
PPS  Update  Factor 

The  Commission  is  recommending  an  overall  update  to  the  PPS  rates  of  4.9  percent. 
This  increase  is  half  a  percentage  point  less  than  the  projected  rate  of  inflation  for  PPS 
hospitals.  The  Commission  recommends  that  urban  hospitals  receive  an  update  of  4.5 
percent,  and  rural  hospitals  receive  an  update  of  7.0  percent.  The  attached  table  shows 
each  of  the  factors  the  Commission  considered  in  developing  this  recommendation.  (See 
EXHIBIT  4) 

The  largest  component  of  the  update  factor  is  the  PPS  market  basket.  The  market 
basket,  which  measures  hospital  price  inflation,  is  forecast  to  increase  5.4  percent  for 
fiscal  year  1991.  We  are  also  recommending  technical  changes  in  the  structure  of  the 
market  basket.  These  technical  changes  would  improve  the  validity  and  reliability  of  the 
market  basket  by  giving  more  weight  to  hospital  industry  wages  and  contract  labor 
expenses. 

Another  important  factor  affecting  hospital  costs  is  keeping  up  with  scientific  and 
technological  advances.  We  also  consider  how  much  hospitals  should  be  expected  to 
increase  their  productivity  over  the  next  year.  Our  recommendation  reflects  the 
Commission's  belief  that  the  costs  of  scientific  and  technological  advancement  should  be 
funded  by  productivity  improvements  within  each  hospital.  Therefore,  the  allowance  for 
scientific  and  technological  advancement  was  offset  against  the  allowance  for  productivity 
improvement. 

As  we  have  noted  before,  the  total  change  in  the  case-mix  index  has  been  a  larger  source 
of  PPS  revenue  increases  than  the  annual  payment  updates  and  all  other  payment  policy 
changes  combined.  This  year  we  are  recommending  an  adjustment  of  a  minus  0.5 
percent  to  account  for  the  extra  revenues  that  hospitals  received  last  year  from  case-mix 
index  increases  that  were  not  due  to  treating  sicker  patients. 

We  are  recommending  that  the  differential  between  the  standardized  amounts  of  rural 
and  other  urban  hospitals  should  be  phased-out  over  three  years.  We  recommend  the 
three-year  phase-out  rather  than  the  five  years  suggested  by  the  Congress  because  of  new 
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evidence.  This  new  evidence  shows  that  urban  hospitals  payments,  relative  to  their  costs, 
are  higher  than  for  rural  hospitals.  This  is  primarily  because  urban  hospitals  have  had  a 
much  larger  increase  in  payments  from  reported  case-mix  index  change  than  rural 
hospitals. 

The  difference  between  the  standardized  amounts  should  be  phased-out  through 
adjustments  in  the  update  factor.  Our  update  factor  recommendation  includes  a  2.1 
percent  adjustment  for  rural  hospitals.  So  as  to  make  this  adjustment  in  a  budget 
neutral  fashion,  the  adjustment  for  urban  hospitals  is  a  minus  0.4  percent.  We  expect 
that  the  relationship  between  costs  and  payments  will  be  similar  for  urban  and  rural 
hospitals  at  the  completion  of  their  three  year  phase-out  of  the  differential  standardized 
amounts.  We  will  continue  to  monitor  the  relative  financial  conditions  of  urban  and 
rural  hospitals  to  determine  if,  after  this  phase-out  of  the  differential  is  completed,  any 
further  adjustments  are  necessary. 

Currently  the  standardized  amount  for  large  urban  hospitals  is  greater  than  the 
standardized  amount  for  other  urban  hospitals.  Our  analysis  shows  that  the  relationship 
between  the  costs  and  payments  of  large  urban  hospitals,  while  somewhat  higher  than 
other  urban  hospitals,  is  not  of  a  magnitude  that  would  warrant  a  further  widening  of  the 
payment  rate.  Therefore,  we  are  recommending  that  the  current  difference  between  the 
urban  standardized  amounts  be  maintained  but  that  no  additional  adjustment  for  large 
urban  hospitals  be  made  this  year. 

The  Commission  will  continue  to  investigate  the  relationships  between  large  urban,  other 
urban,  and  rural  hospitals  costs  and  payments.  We  will  make  recommendations  for 
additional  adjustments,  if  necessary 

Finally,  Mr.  Chairman,  the  update  factor  is  only  one  source  of  growth  in  PPS  payments 
to  hospitals.  As  I  mentioned  a  moment  ago,  changes  in  the  reported  case  mix  also  cause 
changes  in  PPS  payments.  HosDnals  automatically  receive  higher  payments  for  reported 
increases  in  case  mix.  In  fiscal  year  1991,  we  estimate  that  hospitals  will  receive  a  2.5 
percent  increase  in  payments  from  the  estimated  change  in  case  mix.  Together  with  the 
4.9  percent  update,  the  average  increase  in  per-case  PPS  payments  will  be  about  7.4 
percent  in  fiscal  year  1991.  (See  EXHIBIT  5) 

Excluded  HospUai  Update  Factors 

Each  year  the  Commission  recommends  an  update  factor  for  hospitals  and  units  that  are 
excluded  from  PPS.  These  hospitals  use  a  different  mix  of  resources  than  PPS  hospitals. 
Further,  their  payments  are  not  based  on  DRGs  and  thus,  they  do  not  have  a  case-mix 
index.  Therefore,  the  update  factor  for  excluded  hospitals  is  determined  separately  from 
the  PPS  update  factor.  We  are  recommending  that  the  target  rate  of  increase  for 
rehabilitation  and  psychiatric  facilities,  and  long-term  hospitals  should  be  5.6  percent  for 
fiscal  year  1990.  This  update  is  equal  to  the  projected  increase  in  the  PPS-exempt 
market  basket.  Children's  hospitals  should  receive  an  update  equal  to  the  projected 
increase  in  the  PPS  market  basket,  5.4  percent. 

We  believe  that  a  review  of  the  impact  and  effectiveness  of  the  target  rate  limits  for 
excluded  hospitals  is  necessary.  We  are  currently  examining  changes  in  operating  costs, 
TEFRA  target  payments,  and  gains  or  losses  per  discharge.  In  addition,  we  are 
examining  whether  the  characteristics  and  resource  use  of  patients  treated  in  PPS- 
excluded  facilities  have  changed  since  1983.  These  analyses  will  provide  some  insight 
into  whether  hospitals'  target  rates  should  be  rebased  using  more  recent  data.  We  had 
hoped  to  have  this  analysis  completed  by  now,  but  we  have  encountered  some  problems 
with  the  data.  We  will  keep  you  informed  as  this  work  progresses. 

Indirect  Medical  Education  Adjustment 

Hospitals  with  medical  education  programs  have  higher  costs  than  other  hospitals.  PPS 
recognizes  these  higher  costs  with  a  payment  adjustment  based  on  a  ratio  of  the  number 
of  interns  and  residents  to  the  number  of  beds.  Currently  the  adjustment  is  7.7  percent. 
Since  the  beginning  of  PPS,  policy  makers  have  been  concerned  with  the  appropriate 
level  of  this  adjustment.  The  Commission  shares  this  concern  and  has  considered  this 
complex  topic  again  this  year. 
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In  our  analysis,  we  calculated  the  extent  to  which  teaching  hospitals  have  higher  costs 
than  other  hospitals.  To  separate  the  effects  of  teaching  activity  from  other  factors,  the 
analysis  controls  for  the  effects  of  case  mix,  wage  differences,  disproportionate  share 
status  and  other  factors  that  PPS  already  recognizes.  Our  analysis  suggests  that  for  every 
0.1  percent  increase  in  the  ratio  of  interns  and  residents  to  beds,  costs  in  teaching 
hospitals  increase  3.2  percent.  Therefore,  if  we  are  to  be  guided  totally  by  these  results, 
the  teaching  adjustment  should  fall  from  7.7  percent  to  3.2  percent. 

We  also  examined  how  well  teaching  hospitals  were  doing  financially  on  their  Medicare 
business  as  well  as  on  all  their  other  business.  The  analysis  indicated  that  the  teaching 
adjustment  more  than  adequately  compensates  teaching  hospitals  for  the  costs  of  caring 
for  Medicare  patients.  As  a  result,  major  teaching  hospitals  had  average  PPS  operating 
margins  of  11  percent  in  the  fifth  year  of  PPS.  We  also  found,  however,  that  major 
teaching  hospitals  were  doing  much  more  poorly  overall.  Total  margins  for  major 
teaching  hospitals  were  minus  0.7  percent.  (See  EXHIBIT  3)  These  findings  are  of 
significant  concern  to  the  Commission  and  have  been  discussed  at  length. 

Our  recommendation  reflects  these  concerns.  For  fiscal  year  1991,  ProPAC  proposes 
that  the  level  of  the  indirect  medical  education  adjustment  be  reduced  from  7.7  percent 
to  6.8  percent.  We  further  recommend  returning  the  savings  to  the  standardized 
amounts  for  all  hospitals.  This  would  increase  urban  standardized  amounts  by  an 
additional  0.6  percent  above  the  level  of  the  update  factor  and  reduce  payments  to 
teaching  hospitals  by  2  percent.  (See  EXHIBIT  6) 

The  Commission's  recommendation  attempts  to  strike  a  balance  between  the  results  of 
our  data  analysis,  which  indicate  that  Medicare  is  paying  more  than  its  share  of  the  costs 
of  graduate  medical  education  programs,  and  a  serious  concern  for  the  overall  financial 
condition  of  major  teaching  hospitals.  Reducing  the  teaching  adjustment  by  more  than 
one-half,  which  would  be  the  case  if  the  3.2  percent  were  applied  for  fiscal  year  1991, 
could  seriously  jeopardize  the  financial  position  of  these  hospitals,  impair  their  ability  to 
fulfill  their  unique  mission,  and  maintain  the  quality  of  care  they  provide. 

The  Commission  believes  that  Medicare  must  broadly  interpret  its  responsibility. 
Therefore,  the  Commission  is  recommending  that  only  one-fifth  of  the  difference 
between  the  current  adjustment  and  the  revised  estimate  be  removed  for  fiscal  year  1991. 

Further  reductions  in  the  adjustment  to  complete  a  five-year  phase-out  of  this  difference 
should  be  made  only  after  carefully  evaluating  the  impact  on  the  financial  condition  of 
teaching  hospitals,  and  reevaluating  the  level  of  the  adjustment.  The  Commission  also 
believes  that  other  factors  responsible  for  the  decreasing  total  margins  of  major  teaching 
hospitals  -  such  as  the  number  of  uninsured  and  underinsured  --  should  be  addressed  by 
changes  in  public  policy. 

Rural  Hospitals 

As  I  mentioned  earlier,  a  new  analysis  this  year  demonstrated  significant  differences 
between  urban  and  rural  hospitals'  per-case  costs  and  payments.  The  Commission  found 
that,  in  general,  urban  hospitals  have  been  paid  more  relative  to  costs  than  have  rural 
hospitals.  As  a  result,  we  are  recommending  that  the  difference  between  the  other  urban 
and  the  rural  standardized  amounts  be  eliminated  over  three  years. 

We  also  have  examined  PPS  operating  margins  and  total  margins  for  rural  hospitals. 
Rural  hospitals  have  had,  as  a  group,  lower  PPS  operating  margins  than  any  other 
hospital  group.  For  the  fifth  year  of  PPS,  rural  hospitals  had  PPS  operating  margins  of 
minus  3.3  percent.  However,  the  overall  financial  picture  for  rural  hospitals  is  much 
different.  In  the  fifth  year  of  PPS,  their  total  margins  were  3.5  percent.  (See 
EXHIBIT  3) 

The  Commission  has  also  been  concerned  about  access  to  care  for  beneficiaries  living  in 
rural  areas.  One  of  the  major  problems  faced  by  rural  hospitals  has  been  a  decline  in 
admissions.  Total  admissions  to  rural  hospitals  decreased  an  average  of  about  5  percent 
annually  between  1980  and  1987.  In  contrast,  admissions  to  urban  hospitals  decreased 
an  average  of  only  0.4  percent  annually  over  the  same  time. 
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This  decline  in  admissions  to  rural  hospitals  led  us  to  examine  the  rates  of  hospital 
admissions  for  Medicare  beneficiaries  living  in  rural  areas.  We  found  that  while  the  rate 
of  admissions  to  rural  hospitals  was  declining,  rural  residents  had  a  higher  rate  of  overall 
hospital  admissions  than  urban  residents  in  the  five  states  we  studied.  This  pattern  of 
higher  rates  of  inpatient  hospital  use  by  rural  residents  has  been  present  for  some  time. 
Over  the  period  of  study,  however,  the  difference  in  hospital  use  for  urban  and  rural 
residents  narrowed  somewhat.  Of  particular  importance  was  the  finding  that  residents  of 
rural  areas  were  increasingly  being  hospitalized  in  urban  hospitals  to  receive  more 
technologically  complex  medical  care.  Admissions  for  services  that  are  less  complex  and 
for  which  there  is  general  agreement  about  the  need  for  hospital  care  did  not  decline. 

We  plan  to  continue  this  work.  We  believe  that  it  is  important  to  look  not  only  at  the 
patterns  of  use  of  rural  hospitals,  but  at  the  patterns  of  overall  hospital  use  by  rural 
residents.  We  are  aware,  however,  that  examining  only  the  rates  of  hospital  use  is  not 
enough.  There  may  be  factors  related  to  the  availability  of  other  services  in  rural  areas 
that  influence  hospital  admission  rates  and  we  plan  to  examine  this  broader  topic  as  well. 

Other  Important  Issues 

We  have  made  recommendations  on  several  other  important  issues.  These  include  the 
wage  index,  improving  data  that  are  used  for  decision-making,  and  improving  patient 
classification  and  case  mix  measurement. 

As  you  know,  Mr.  Chairman,  the  wage  index  is  one  of  the  most  important  factors 
affecting  the  level  of  payments  to  individual  hospitals.  The  Secretary  will  be 
implementing  a  new  wage  index  based  on  more  current  data  in  1991.  The  Commission 
is  concerned,  however,  that  the  data  used  to  calculate  the  area  wage  index  over- 
compensates  some  hospitals  and  under-compensates  others.  The  Commission,  therefore, 
recommends  that  the  Secretary  begin  collecting  data  to  evaluate  the  effects  of  adjusting 
the  area  wage  index  for  differences  in  the  occupational  mix  of  workers  employed  by 
hospitals. 

The  Commission  also  urges  the  Secretary  to  improve  the  timeliness  and  accuracy  of  data 
that  are  used  for  decision-making.  We  believe  that  greater  emphasis  should  be  placed 
on  auditing  and  processing  the  income  statement  section  of  the  Medicare  Cost  Report. 
This  information  is  used  to  calculate  the  margins  and  assess  the  overall  financial  status 
of  hospitals.  Increasingly,  ProPAC  and  others  use  this  information  to  evaluate  the 
impact  of  Medicare  policy. 

In  addition,  ProPAC  encourages  the  Secretary  to  collect  more  comprehensive  and  timely 
information  on  Medicare  beneficiaries  such  as  utilization,  expenditures,  and  insurance 
coverage.  The  Medicare  program  is  continually  being  altered  through  legislation  and 
regulation,  yet  there  is  little  information  on  how  these  changes  affect  Medicare 
beneficiaries. 

Conclusion 

In  the  early  years,  hospitals  did  well  under  PPS.  More  recently,  however,  the  financial 
pressures  faced  by  hospitals  have  increased.  Thus,  PPS  may  only  now  be  reaching  the 
point  where  its  impact  is  strongly  felt. 

As  the  financial  pressures  of  PPS  continue,  we  will  review  the  system  carefully  to  ensure 
adequate  levels  of  payments  and  an  equitable  distribution  of  those  payments  among 
hospitals.  The  wide  variability  of  hospital  financial  performance  under  PPS  suggests  that 
the  current  set  of  payment  adjustments  may  fail  to  capture  some  key  sources  of  cost 
variation.  Therefore,  we  are  expanding  our  studies  to  examine  why  some  hospitals  are 
doing  well  under  PPS  and  others  are  not  doing  well. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  discuss  with  you  our  most  recent  report 
and  recommendations.  I  will  be  glad  to  provide  further  information  on  any  of  these 
topics,  or  answer  questions  you  or  members  of  the  subcommittee  may  have.  We  look 
forward  to  maintaining  our  close  working  relationship  with  you,  the  subcommittee  and 
your  staff. 
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EXHIBIT  1 


Cumulative  PPS  Cost  and  Payment  Trends 
Percent  Change  First  Four  Years 
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EXHIBIT  2 

PPS  Margins 
in  the  First  Five  Years  of  PPS 
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EXHIBIT  3 


PPS  and  Total  Margins  for  PPS  Hospitals  in  the  Fifth  Year  of  PPS,  by 
Hospital  Group-Preliminary  Data 


PPS  Operating  Total 
Hospital  Group  Margin  Margin 


All  Hospitals  1.8%  3.5% 

Urban  2.7  3.4 

Rural  -3.3  3.5 

MSA  >  1  million  1.9  2.4 

Other  uroan  3.8  4.8 

Rural  referral  -0.2  7.4 

Sole  community  -4.3  0.8 

Other  rural  -5.0  2.6 

Urban  <  100  beds  -3.0  1.3 

Urban  100-199  beds  0.2  3.2 

Urban  200-299  beds  1.6  2.8 

Urban  300-399  beds  0.8  4.0 

Urban  400+  beds  6.0  3.8 

Rural  <50  beds  -5.7  1.7 

Rural  50-99  beds  -4.5  2.9 

RuraM  00-1 49  beds  -4.1  3.5 

Rural  150-199  beds  0.3  4.5 

Rural  200+  beds  -1.8  5.3 

Major  teaching  11.3  -0.7 

Other  teaching  3.1  4.4 

Non-teaching  -2.0  4.1 

Disproportionate  share: 

MSA  >  1  million  6.9  0.5 

Other  urban  6.3  5.0 

Rural  0.1  3.2 

Non-disproportionate  share  -1 .2  4.0 

Voluntary  2.4  3.4 

Proprietary  -2.2  5.3 

Urban  government  5.4  2.1 

Rural  government   -4.1  2.3 


Note:  Margins  in  PPS5  are  proiectea  from  available  PPS5  cost  report  data. 

SOURCE:  P'oPAC  analysis  of  Medicare  Cost  Reoort  Files  from  the  Health  Care  Financing  Administration. 
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EXHIBIT  4 


Estimated  PPS  Update  Factors  for  Fiscal  Year  1991  Under  ProPAC 
Recommendations 

Components  of  the  Update  Factor 
Components  applied  to  all  hospitals: 


Fiscal  year  1991  market  basket  forecast4   5.4% 

Correction  (or  fiscal  year  1989  forecast  error   0.0 

Components  of  discretionary  adjustment  factor 

Scientific  and  technological  advancement3   

ProductivityB   

Total  discretionary  adjustment  factor   0  0 

Adjustments  for  case-mix  change 

Total  ORG  case-mix  index  change   2.7 

Real  DRG  case-mix  index  change    -1.5 

Wrthin-ORG  case  complexity  change    -  0.7 

Net  adjustment  tor  case-mix  change    -  0.5 

Average  update  before  additional  adjustments   4.9 


Additional  adjustments  to  the  standardized  amounts: 

Adjustment  for  large  urban  areas   -0.4 

Adjustment  for  other  urban  areas   -0.4 

Adjustment  for  rural  areas    2.1 


Total  Update  Factor 

Average  update  factor    4.9 

Urge  urban   4.5 

Other  urban   4.5 

Rural   7.0  


at  PrePAC-facommanosd  PPS  mMM  MM  by  Haaah  Car*  Financing  Admtnamton,  Otto  at  tho  Actuary.  February  1990. 
smmneon  *  tudgmar*.  tha  addad  coat*  tor  acwnofe  and  technological  advancamem  can  ba  fundad  by  Incwam  m  hospital 
aty.  Tharafora,  tttaaa  oamponanaj  at  tha  update  (actor  aum  to  xaro. 
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EXHIBIT  5 


Estimated  Fiscal  Year  1991  Average  increase  in 
Per-Case  PPS  Payments  Under  ProPAC 
Recommendations 


PPS  uoaate  factor  4.9% 
Estimated  case-mix  index  change  2.5 

Total  increase  in  average  PPS  payments*  7.4 
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EXHIBIT  6 


Percent  Change  from  FY  1990  Per-Case 
Payments  Under  Two  Alternative  IME  Adjustments 
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Chairman  Stark.  Thank  you  very  much. 

I  know  the  members  will  have  a  great  deal  to  inquire  about.  We 
will  let  Mr.  Cardin  lead  it  off. 
Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

And  thank  you  Dr.  Altman.  You  have  given  us  a  lot  to  think 
about  in  our  deliberations  this  year. 

I  am  curious  as  to  whether  you  have  a  price  tag  for  your  recom- 
mendations in  regards  to  the  fiscal  year  1991  budget  and  whether 
you  can  break  that  down  by  the  specific  recommendations  that  you 
have  made? 

Mr.  Altman.  Well,  let  me  start  with  the  indirect  medical  educa- 
tion adjustment.  Our  recommendation  is  that  $265  million  be  taken 
from  the  total  of  about  $2.5  billion  of  the  indirect  medical  but  that 
$265  million  be  redistributed  back  to  all  hospitals  through  the 
standardized  amounts  so  that  is  a  budget-neutral  recommendation. 

The  reason  why  we  say  that,  is  because  the  standardized 
amounts  are  where  that  money  originally  came  from.  It  came  from 
all  of  the  other  hospitals  so  that  we  are  recommending  that  it  go 
back. 

That  part  is  budget-neutral.  Eliminating  the  differential  in  the 
standardized  amounts  is  about  $200  million  and,  again,  that  is  a 
budget-neutral  recommendation.  So  it  comes  out. 

Our  recommendation  of  the  update  factor,  which  at  4.9  is  a  sav- 
ings of  $250  million.  Now,  you  hear  a  lot  about  budget  cuts  and 
budget  savings,  and  let  me  tell  you,  Mr.  Cardin,  there  are  more 
mirrors  discussed  and  I  apologize  for  using  the  term — when  people 
talk  about  budget  cuts.  They  are  talking  about  cuts  from  a  14-per- 
cent increase. 

So  when  we  talk  about  adding  money,  we  are  talking  about 
adding  money  from  zero,  so  that  you  could  attribute  ours  as  a 
budget  cutting  exercise,  because  the  CBO  comes  up  with  an  esti- 
mate based  on  full  inflation  and  cuts  it  back. 

But  basically  our  recommendation  would  generate  about  a  $250 
million  savings  in  the  Medicare  expenditures,  total. 

Mr.  Cardin.  And  that  would  be  the  net,  $250  million? 

Mr.  Altman.  Yes. 

Mr.  Cardin.  If  I  could  inquire  in  a  different  area,  about  the 
teaching  hospitals,  they  seem  to  be  doing  very  well  on  the  Medi- 
care patients  but  not  well  on  their  non-Medicare  patients. 

Why  is  that  the  case?  Do  you  have  any  explanation  as  to  why 
their  performance  seems  to  be  nowhere  near  as  good  with  non- 
Medicare  patients? 

Mr.  Altman.  Yes,  sir,  we  have  spent,  as  you  might  expect  a  lot  of 
Commission  time  and  staff  time  trying  to  decipher  this  but  we  do 
not  have  all  the  answers.  By  the  way,  I  want  to  really  thank  the 
AAMC  for  the  amount  of  technical  help  they  have  provided  us  to 
try  to  sort  this  all  out  as  well  as  the  AHA. 

Our  best  estimate  in  this  is  that  it  has  to  do  primarily  with  the 
patient  mix  that  these  hospitals  treat  beyond  Medicare.  They  are 
one  of  our  major  institutional  defense  mechanisms  for  the  uncom- 
pensated care,  the  uninsured,  AIDS  patients,  people  who  need 
extra  care. 

Their  costs  are  growing  about  the  same  rate  as  others  so  that  it 
is  not  that  their  costs  are  growing  faster.  It  is  a  revenue  issue  and 
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it  is  a  non-Medicare  revenue  issue.  So  what  we  are  seeing  in  those 
negative  margins  for  teaching  hospitals,  is  the  fact  that  somewhere 
on  the  order  of  37  million  Americans  have  no  insurance  and  an- 
other double  that  number  have  very  poor  insurance. 

And  so  a  lot  of  their  bills  are  not  being  paid. 

Mr.  Cardin.  I  am  not  surprised  by  that  answer.  I  guess  it  leads 
me  to  the  next  point  and  that  is,  you  indicate  that  you  would  like 
to  have  more  information  before  you  go  down  to  anywhere  near 
the  3.2  recommendations  that  the  administration  has  come  in  with. 
It  is  possible  you  might  try  to  narrow  that  gap  closer  to  the  3.2  in 
the  future. 

I  take  it  from  your  response,  that  you  need  to  look  at  other  fac- 
tors in  addition  to  what  you  have  already  looked  at  in  trying  to 
arrive  at  what  will  be  the  appropriate  adjustment  factor  for  the 
teaching  hospitals? 

Mr.  Altman.  That  is  right  and  as  I  indicated  in  my  testimony, 
we  are  in  a  very  complicated  zone,  because  we  are  using  the  Medi- 
care program  and  the  Medicare  budget  to  essentially  provide  extra 
funds  to  hospitals  whose  problem  is  for  non-Medicare  patients. 

The  purists  would  say  that  is  inappropriate.  Medicare  is  respon- 
sible for  Medicare  patients  and  not  for  others.  However,  the  Com- 
mission feels  that  we  have  a  responsibility  not  only  for  financial 
aspects,  but  also  quality  and  access  and  so  if  we  totally  ignored  the 
other  situations,  we  could  wind  up  where  we  could  feel  good  about 
our  payment  from  Medicare  and  some  of  these  hospitals  would 
close. 

So  we  cannot  do  that,  and  that  is  why  we  have  brought  the  total 
margins  in  here.  But  it  is  a  tough  call,  it  is  a  tough  call  that  you 
have  to  make,  as  well  as  the  administration  of  how  much  of  the 
Medicare  budget  you  are  going  to  use  to  essentially  deal  with  a 
problem  that  is  beyond  the  Medicare  program. 

We  are  not  going  to  blindly  come  before  you  next  time  with  a 
recommendation  that  we  take  the  next  fifth  away.  We  might  come 
up  with  that  recommendation,  but  only  after  looking  at  this  other 
information. 

Mr.  Cardin.  Well,  I  feel  a  little  more  comfortable  after  your  ex- 
planation. I  understand  that  we  have  to  look  at  the  Medicare  pro- 
gram but  the  Medicare  program  is  a  part  of  our  health  care  pro- 
gram in  this  country  and  is  one  of  the  only  ways  that  we  can  ad- 
dress some  of  the  other  problems  that  are  out  there.  I  would  en- 
courage you  to  at  least  explore  the  broader  issues  as  you  come  for- 
ward to  make  recommendations  before  the  committee. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Thank  you,  Mr.  Cardin. 

Mr.  Gradison. 

Mr.  Gradison.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  one  of  the  most  difficult  questions  for  us  to  ana- 
lyze is  whether,  overall,  Medicare  is  fairly  reimbursing  hospitals 
for  the  services  which  they  provide  to  Medicare  beneficiaries. 

And  we  are  often  told  that  we  are  not,  and  therefore,  that  the 
allegedly  inadequate  Medicare  reimbursements  are  creating  cost- 
shifting  pressures  on  the  private  payers,  and  some  go  even  further, 
and  suggest  that  the  net  effect  of  this  is  that  we  bring  pressure  on 
the  private  system  and  that  those  who  can  do  so,  the  larger  em- 
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ployers  and  larger  insurance  companies,  which  have  some  clout  in 
the  market  place,  avoid  some  of  this  cost-shifting,  not  all  of  it,  but 
some  of  it,  and  that  in  the  end,  it  gets  pushed  off  on  smaller  busi- 
nesses. 

In  other  words,  that  indirectly,  as  some  will  argue,  that  indirect- 
ly that  the  increased  number  of  the  health  uninsured  is  the  result 
of  our  own  policies  by  inadequately  reimbursing  hospitals  and 
making  health  insurance  increasingly  unaffordable  for  small  busi- 
ness. 

I  am  not  asking  you  to  address  that  question,  but  I  want  to  give 
that  background  to  frame  this  question.  Some  of  us  have  been  vis- 
ited by  hospitals  which  receive  most  of  their  income  from  Medi- 
care— the  so-called  high  Medicare  hospitals. 

And  there  are  some,  as  you  know,  in  this  country,  which  receive 
85  percent  or  more  of  their  income  from  Medicare.  And  they  claim 
that  it  is  just  not  possible  to  hack  it  and  that  if  you  had,  let  us  say, 
100  percent  of  your  income  from  Medicare,  that  is  nowhere  with 
this  cost-shift,  you  could  not  keep  your  doors  open. 

And  could  you  shed  any  light  on  this,  and  in  particular,  are  you 
going  to  be  reviewing  the  question  of  the  financial  condition  of  the 
so-called  high  Medicare  hospitals  for  our  edification? 

Mr.  Altman.  Mr.  Gradison,  the  answer  is  yes,  we  are  looking  at 
this  issue  and  we  have  a  report  due  to  you  on  June  1,  and  I  hope 
that  we  will  make  that.  We  had  an  extensive  hearing  last  month 
on  this  issue,  and  looked  and  have  been  looking  hard  at  these  hos- 
pitals. And  the  general  picture  that  you  paint  is  exactly  the  case, 
right  down  the  line. 

But  I  think  the  issue  that  we  all  need  to  grapple  with  is  whether 
it  is  the  responsibility  of  the  Medicare  program  and  if  not,  all 
payers,  to  accept  the  recent,  the  increases  in  cost  of  hospitals, 
which  have  been  running,  as  I  indicated,  at  twice  the  rate  of  infla- 
tion. 

Now,  if  you  buy  into  that,  and  say  those  are  legitimate  increases 
and  I  am  not  here  to  say  that  they  are  not,  but  I  am  not  personally 
prepared  to  say  that  all  of  those  costs  legitimately  should  be  paid 
for.  Then  if  you  buy  into  it,  then  your  analysis  flows  right  down 
the  line — Medicare  is  not  making  adequate  payments,  and  we  have 
a  negative  2.5  percent  PPS  margin  in  this  year.  The  teaching  ad- 
justment makes  things  worse,  because  it  takes  a  big  chunk  of  the 
money  away  from  all  of  the  other  hospitals,  while  teaching  hospi- 
tals have  a  positive  11.3  percent  PPS  margin  in  PPS's. 

All  of  the  negative  ramifications  that  you  painted  play  out.  But 
the  issue  comes  right  back  to  whether  it  is  Medicare  underpaying, 
or  are  hospitals  continuing  to  operate  basically  under  the  same  set 
of  incentives  that  they  were  operating  under  before  PPS  started? 

Tricky  question  and  it  is  an  area  that  we  are  spending  an  awful 
lot  of  time,  trying  to  say  what  the  internal  driving  forces  are  that 
operate  within  hospitals. 

Our  best  assessment  is  that  after  that  first  year  of  PPS,  for  a  va- 
riety of  reasons,  hospitals  appear  to  be  on  the  same  spending  curve 
that  they  were  on  before  PPS. 

And  the  rates  of  increases  of  service  per  patient  are  growing  at 
the  same  rate,  and  numbers  of  employees  are  growing,  and  wages 
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are  growing,  much  faster  than  other  sectors  of  our  economy  and 
clearly  much  faster  than  inflation  and  our  income. 
So  it  is  a  tougher  issue. 

Chairman  Stark.  If  the  gentleman  would  yield? 
Mr.  Gradison.  Of  course. 

Chairman  Stark.  I  am  curious  about  the  same  thing  that  Bill 
was  saying.  Could  you  give  enough  information  that  would  give  me 
the  hypothetical  situation  that  in  this  all  Medicare  hospital,  if 
there  was  no  uncompensated  care — in  other  words,  if  you  had  a 
single  payer,  so  that  everybody  who  walked  through  that  door,  paid 
the  Medicare  rate,  at  the  minimum — would  that  make  a  differ- 
ence? 

In  other  words,  I  am  suggesting  that  if  you  just  look  at  Medicare, 
all  of  the  hospitals  keep  this  high,  uncompensated  care  rate,  which 
may  be  higher  for  high-Medicare  hospitals.  In  other  words,  if  they 
had  no  uncompensated  care,  under  a  universal  health  plan,  how 
close  would  they  come  to  making  it? 

Mr.  Altman.  Well,  we  are  looking  at  that  number.  We  have  sep- 
arated them  out  and  we  are  looking  at  not  only  the  Medicare  mar- 
gins, but  their  total  margins,  and  they  do  have,  as  Mr.  Gradison 
pointed  out,  very  limited  maneuvering  room  other  than  their  Medi- 
care payments. 

But  I  think  that  if  they  are  going  to — again,  let  me  speak  for 
myself,  because  I  do  not  want  to  speak  for  the  other  Commissioners 
who  have  not  talked  about  this — my  sense  is  that  if  they  are  de- 
serving of  special  payments,  then  I  think  it  is  also  our  responsibil- 
ity to  take  a  hard  look  at  their  costs. 

I  think  that  once  we  pass  beyond  to  the  point  where  we  say  that 
we  are  going  to  maintain  their  margins,  whatever  it  is,  and  if  we 
are  going  to  give  them  extra  payments,  then  we  move  beyond  the 
line. 

So  I  think  it  is  not  the  uncompensated  care  part  of  the  problem. 
I  mean  what  they  are  saying  to  us  and  what  Mr.  Gradison  picked  it 
up  is  that  Medicare  is  not  paying  enough. 

Chairman  Stark.  No,  I  understand  that,  but  what  I  want  to 
come  back  to  is  if  the  hospital  in  the  aggregate  had  no  uncompen- 
sated care,  if  they  got  paid  for  everybody  who  comes  in  

Dr.  Altman.  It  is  still  saying  that  they  would  not  be  able  to 
make  it. 

Chairman  Stark.  At  the  Medicare  rates? 
Mr.  Altman.  Right. 

In  other  words  what  they  are  saying  is  that  they  are  losing 
money  on  Medicare.  All  the  uncompensated  care  situation  just 
makes  it  worse.  Let  us  say  that  it  is  100-percent  Medicare,  and 
what  they  are  saying  is  that  at  the  rate  you  are  now  paying,  we 
cannot  make  it  and  therefore,  I  think  the  next  statement  is,  you 
have  to  do  something  special  for  us. 

And  that  may  be  the  case,  but  I  think  once  we  recognize  that  we 
sort  of  jump  the  line  a  bit.  Then  we  have  to  ask,  at  what  level  of 
costs  should  the  Medicare  program  keep  them  whole? 

Chairman  Stark.  If  there  was  a  single  payer,  and  all  patients 
were  paid,  there  would  be  a  substantial  reduction  in  cost  just  in 
that. 

Mr.  Altman.  I  would  think  so. 
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Chairman  Stark.  OK,  I  hope  you  can  comment  on  that. 
Mr.  Altman.  We  are,  and  in  our  report  we  will.  Thank  you. 
Chairman  Stark.  Thank  you. 
Mr.  Gradison.  Thank  you,  Mr.  Chairman. 

Dr.  Altman,  at  a  background  session  conducted  for  the  Health 
Subcommittee,  recently,  you  alerted  us  to  the  fact  that  the  national 
health  expenditure  statistics  for  1988  have  not  yet  been  developed 
by  HCFA. 

How  rapidly  have  the  comparable  numbers  for  past  years  been 
released  and  what  is  the  significance  of  having  these  figures  avail- 
able on  a  timely  basis? 

Mr.  Altman.  Well,  thank  you,  Mr.  Gradison  for  asking  that.  It 
has  been  very  frustrating  for  myself  and  I  am  sure  other  analysts 
to  have  to  come  before  committees,  as  well  as  try  to  understand 
this  problem,  recognizing  that  we  are  still  dealing  with  1987  infor- 
mation in  1990. 

And  it  is  my  understanding  that  the  office  of  the  actuary  and 
other  components  of  HCFA  were  faced  with  added  pressures  last 
year,  due  to  a  variety  of  new  legislation  and  felt  that  this  was  one 
area  that  they  could  put  aside  for  a  year. 

I  think  that  is,  in  my  view,  unacceptable.  It  is  the  major,  if  not 
only  source  at  the  national  level  for  this  information.  So  that  when 
we  bring  before  you  the  numbers  of  uninsured;  who  is  paying  the 
bills;  where  the  money  is  coming  from;  where  it  is  going  and  we 
are  sitting  here  in  February  of  1990  talking  about  1987  during  a 
period  of  time  when  we  have  seen  a  very  substantial  shift. 

I  think  that  we  are  not  doing  ourselves  justice  and  I  would  hope, 
Mr.  Gradison,  that  the  new  administrator  would  see  to  it  that  not 
only  do  we  get  1988  but  that  it  would  be  nice  to  sort  of  see  1989 
before  we  hit  1994. 

Mr.  Gradison.  Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mr.  Moody. 

Mr.  Moody.  Thank  you  for  your  very  helpful  testimony. 

The  hospital  I  suppose  could  be  seen  as  analogous  to  a  multipro- 
duct  firm,  with  a  common  overhead  and  fixed  costs  and  so  forth. 

How  do  you  allocate  when  so  much  of  the  question  and  so  much 
of  these  calculations  are  margins  and  so  forth?  How  do  we  allocate 
those  fixed  costs,  those  common  costs  between  the  various  lines  of 
service;  Medicare,  Medicaid,  private  paid,  and  uncompensated? 
There  are  at  least  four  easily  identifiable.  Different  accounting  con- 
ventions come  up  with  different  results. 

I  used  to  study  transportation  economics  and  the  rail  lines  used 
to  complain  that  they  lost  money  on  passenger  service  and  made 
money  on  freight.  They  said  that  if  they  could  only  get  rid  of  the 
passenger  service,  they  could  make  money  on  freight.  But  the 
moment  you  take  away  the  passenger  service,  then  all  of  their 
fixed  costs  suddenly  shift  to  freight. 

Mr.  Altman.  Absolutely. 

Mr.  Moody.  So  they  wonder  why  they  are  in  the  red  again.  With 
the  accounting  conventions  as  mundane  as  they  are,  can  they  drive 
these  policy  conclusions?  How  do  you  deal  with  the  fixed  cost  issue 
here,  how  do  you  allocate  that? 

Mr.  Altman.  Mr.  Moody  you  are  absolutely  right. 
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As  you  and  I  remember  from  our  economics  days,  any  convention 
for  allocating  fixed  costs  is  arbitrary.  I  mean  we  can,  you  know, 
raise  it  to  a  high  science  but  ultimately  it  is  an  arbitrary  call  as 
you  allocate  these  fixed  costs. 

And  there  is  no  question  that  there  is  movement  between  catego- 
ries, between  categories  of  payers,  between  Medicare  and  Medicaid 
and  private,  between  areas  within  the  hospital,  inpatient  and  out- 
patient and  they  move  them  around,  as  you  might  expect,  to  find 
where  the  greatest  revenue  generator  is. 

The  accounting  profession  has  a  series  of  standards  and  the  Med- 
icare cost  reports  has  a  series  of  standards,  which  allow,  as  I  under- 
stand it,  hospitals  to  accept  one  of  a  few  different  acceptable  tech- 
niques and  then  they  have  to  live  with  it  for  a  while. 

But  you  are  right.  I  mean  one  of  the  classic  areas  where  you  see 
this  is  that  hospitals  report  two  kinds  of  profits.  They  report  oper- 
ating profits  and  they  report  total  profit,  they  call  it  margins.  And 
what  happens  is  that  they  allocate  all  of  their  costs  to  the  operat- 
ing side  so  that  your  operating  margins  look  very  low,  but  then  the 
total  margins  are  higher. 

Well,  if  they  had  allocated  costs  somewhat  evenly  between  them 
it  would  not  look  quite  so  different. 

You  are  absolutely  correct  that  it  is  an  area  we  are  looking  at. 
As  a  matter  of  fact,  we  have  a  study  under  way  to  try  to  under- 
stand better  how  those  fixed  costs  are  being  allocated,  and  whether 
they  are  distorting  our  numbers  or  not. 

As  soon  as  we  have  that  ready,  we  will  send  you  a  copy. 

Mr.  Moody.  Let  me  just  ask  you,  what  is  the  correct  way  of 
thinking  about  it?  If  you  consider  let  us  say,  Medicare  as  an  add-on 
service,  then  you  have  to  think  of  it  as  a  marginal  cost  versus  mar- 
ginal revenue. 

You  would  have  had  the  hospital  there  anyway  and  of  course, 
there  are  many  cases  where  the  hospitals  preceded  Medicare — hos- 
pitals are  functioning  anyway  and  Medicare  is  an  add-on  so  we 
wanted  to  make  sure  that  the  extra  burden  of  Medicare  was  cov- 
ered by  the  extra  revenue  of  Medicare. 

On  the  other  hand,  for  some  hospitals — and  particularly  the 
inner-city  hospitals— Medicare  and  Medicaid  combined  are  not  the 
add-on  services,  they  are  sometimes  70  percent  of  the  services. 
Then  the  private  paid  care  flips  over  and  becomes  the  add-on  serv- 
ice. 

Where  is  it  inframarginal  and  when  is  it  at  the  margin,  it  will 
vary  by  the  type  of  hospital  and  locality  and  therefore,  the  right 
way  to  think  about  it  is  going  to  vary. 

It  seems  to  me  that  it  is  hard  to  find  a  national  universal  ac- 
counting rule  that  would  accurately  cover  the  analytics  of  the  prob- 
lem. 

Mr.  Altman.  Well,  you  are  right  and  there  is  no  rule  that  I  can 
think  of.  I  think  it  gets  right  to  the  comment  that  Mr.  Gradison 
made. 

If  you  are  a  hospital  that  has  10  or  20  percent  Medicare  and  has 
very  low  uncompensated  care  and  you  are  doing  OK  because  you 
are  able,  regardless  of  what  Medicare  is  paying  you  because  they 
are  paying  more  than  marginal  costs  under  any  set  of  circum- 
stances. So  the  hospital  is  doing  OK. 
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On  the  other  hand,  if  you  are  those  high  Medicare  hospitals  with 
60-to-70-to-80  percent  Medicare  there  is  nobody  else,  effectively. 
Therefore,  Medicare  not  only  has  to  pay  the  marginal  but  it  also 
has  to  pay  the  fixed  costs.  So  I  think — so  I  think  that  we  need  to 
recognize  these  three  classes  say,  the  low  Medicare  user,  the  aver- 
age which  may  run  around  30  percent  or  so  and  then  the  high,  and 
decide  whether  we  want  to  have  differential  policies. 

By  the  way,  indirectly  that  is  what  we  have  done  by  having  spe- 
cial rates  for  hospitals  in  large  urban  areas  and  by  having  special 
rates  for  indirect  medical  education  and  by  having  high  rates  for 
special  rural  hospitals.  We  have  really  backed  ourselves  into  doing, 
I  think  what  you  are  aiming  at. 

Mr.  Moody.  Right,  but  that  is  a  rough  and  not  very  precise  way 
of  doing  it.  And  it  seems  to  me  that  one  might  have  a  sliding  scale 
of  the  percentage  of  fixed  costs  allocated  to  Medicare  or  not  to 
Medicare,  depending  on  the  percentage  of  Medicare  which  is  in  the 
case  mix.  Do  you  see  what  I  am  saying? 

Rather  than  having  these  boundary  problems  where  you  switch 
from  rural  to  nonrural  to  urban,  other  and  so  forth,  these  lines  are 
not  very  precise  because  people  caught  at  the  lines  are  caught  at 
the  lines. 

Maybe  a  continuous  variable,  Stu,  rather  than  a  series  of  dummy 
variables  is  the  way  to  handle  the  problem  in  a  fiscal  sense? 
You  see  what  I  am  saying? 

Mr.  Altaian.  I  see  exactly  what  you  are  saying,  but  I  have  to 
laugh  a  little  bit,  I  mean  only  in  this  country  would  we  make 
public  policy  debating  on  whether  the  curve  ought  to  be  logged 
normal  or  normal.  I  mean  that  is  what  the  issue  is  around  the 
teaching  adjustment  and  since  it  is  wonderful  for  those  of  us  who 
barely  understand  that. 

I  think  you  are  right.  I  think  fixed  costs  are  an  important  area 
and  that  more  formalized  way  of  taking  them  into  account,  as  op- 
posed to  this  ad  hocery  that  has  grown  up  makes  sense. 

Mr.  Moody.  OK,  one  final  question. 

Can  you  just  summarize  in  two  sentences  what  you  told  us  about 
urban,  teaching  and  rural? 
They  have  the  opposite  problems  here,  is  that  right? 
Mr.  Altman.  Certainly. 

If  you  are  talking  about  PPS  operating  margins,  that  excludes 
capital  and  it  excludes  the  direct  medical  and  it  just  deals  with  the 
operating  side.  Teaching  hospitals,  major  teaching  hospitals  had 
PPS  operating  margins  during  PPS-5,  which  was  2  years  ago,  of 
11.3  percent  but  their  total  margins  flipped  to  a  minus  0.7  percent. 

Mr.  Moody.  Probably  because  they  had  a  lot  of  other  uncompen- 
sated care. 

Mr.  Altman.  That  is  right. 

Mr.  Moody.  OK. 

Mr.  Altman.  Rural  hospitals  had  a  negative  operating  margin 
for  PPS-5  of  minus  3.3  percent,  but  their  total  margin  was  a  posi- 
tive 3.5  percent.  And  just  to  give  you  one  other  number,  urban,  all 
urban  taken  together,  small,  big  and  so  on,  had  an  operating 
margin  from  PPS  of  plus  2.7  percent  and  a  total  margin  of  positive 
3.4  percent. 


29 


So  that  the  two  biggest  swings  are  in  the  rural  which  swings 
from  a  negative  to  a  positive  and  the  large  teaching  which  swings 
from  a  big  positive  to  a  negative. 

Mr.  Moody.  So  that  may  be  the  factors  such  as  the  percentage  of 
Medicaid  which  we  know  is  very  lowly  paid  

Mr.  Altman.  It  is  Medicaid  and  uncompensated. 

Mr.  Moody.  And  uncompensated,  thank  you. 

That  is  something  where  I  think  that  we  need  to  figure  out  how 
to  get  at  an  appropriate  moment. 

Thank  you,  very  much. 

Mr.  Donnelly  [presiding].  Mr.  Chandler. 

Mr.  Chandler.  Thank  you,  Mr.  Chairman. 

Mr.  Altman,  I  know  that  we  have  discussed  in  the  past  especially 
the  rural  hospital  situation  and  the  question  following  your  testi- 
mony that  occurs  to  me,  this  morning,  and  after  spending  a  lot  of 
time  in  our  State  of  Washington  on  this  issue  is,  whether  we  need 
to  rethink  one,  what  is  really  rural  and  what  is  really  essential  and 
how  much  concern  we  should? 

And  I  base  that  on  the  fact  that  if  you  are  within  100  miles  of 
Spokane,  Wash.,  for  example,  in  either  direction,  which  may  well 
put  you  in  Montana  or  Idaho,  or  rural  Washington,  you  are  poten- 
tially served  by  hospitals  in  Spokane  with  helicopters  that  can  get 
you  there  almost  as  fast  today  as  it  once  would  have  taken  to  get 
you  to  the  hospital  that  was  in  the  rural  community  where  you 
lived. 

And  as  a  result,  many  of  those  hospitals  in  those  rural  communi- 
ties are  finding  exactly  what  you  pointed  out,  under  utilization.  It  is 
not  so  much  because  people  are  healthier  or  there  are  not  still 
farm  accidents,  it  is  just  that  there  is  a  better  place  to  go  and  you 
can  get  there  quickly. 

And  our  reimbursement  system  now  in  the  consideration  of  what 
is  rural  and  is  not  is  based  on  a  distance  from  a  major  city  and  I 
have  forgotten  what  it  is.  It  is  35  miles  or  something  like  that. 

My  question  is,  do  we  need  to  rethink  that,  are  there  some  facili- 
ties that  we  are  keeping  open  that  in  a  very  real  sense  are  not 
even  any  longer  needed?  And  do  we  need  to  just  bite  that  bullet? 

Could  you  comment  on  that? 

Mr.  Altman.  Well,  I  think  what  we  are  finding  and  rural  hospi- 
tal people  can  articulate  this  much  better  than  I,  that  often  these 
rural  hospitals  really  are  sophisticated  outpatient  centers.  We  call 
them  hospitals  but  what  is  really  important  for  those  communities, 
is  an  outpatient  and  a  stabilization  facility.  I  mean  it  is  one  thing  if 
you  have  time  and  can  plan  ahead  to  go  100  miles,  but  it  is  another 
thing  if  you  have  an  accident  or  you  have  a  heart  attack  or  some- 
thing like  that.  As  I  understand  it,  there  are  a  number  of  programs 
that  the  Congress  has  recently  pushed  to  take  a  hard  look  at 
whether  in  fact,  we  are  defining  these  institutions  correctly. 

And  perhaps,  under  the  Medicare  program  we  need  to  develop 
new  terms  and  therefore,  new  payments  systems  which  reflect  the 
reaction  or  realities  of  rural  hospitals  that  they  are  really  different 
and  that  it  is  not  a  question  of  keeping  them  open  or  closing,  from 
what  I  have  heard  from  these  rural  residents  closing  them  is  a  dev- 
astating blow  to  their  infrastructure  for  primary  care,  and  for  es- 
sential outpatient  care. 
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And  in  OBRA-89,  the  Secretary  is  responsible  for  essentially  cre- 
ating what  has  become  the  essential  access  community  hospital 
program  and  that  seems  to  me  to  be  a  good  way  of  moving.  Looking 
at  these  institutions  and  deciding  which  kinds  of  facilities  are 
needed  in  which  areas,  rather  than  just  thinking  of  a  hospital  as  a 
monolith. 

Mr.  Chandler.  I  couldn't  agree  with  you  more.  Thank  you  for  a 
good  answer. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mr.  Coyne. 

Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  thank  you  for  your  testimony  and  for  the  work 
that  you  do. 

I  know  of  a  high-indigent-care  hospital  that  has  a  psychiatric 
unit  and  just  misses  the  15  percent  disproportionate  shape  thresh- 
old for  additional  reimbursement  under  Medicare.  Would  it  be  fea- 
sible to  include  low-income  psychiatric  patients  when  calculating 
disproportionate  share  payments? 

Mr.  Altman.  I  know  what  you're  saying,  and  I  really  don't  want 
to  answer  that  flippantly  because  I  really  don't  know. 

I  will  say  this,  though:  What  our  experience  is  showing  is  that 
those  hospitals  that  are  at  the  low  end  of  the  disproportionate 
share  cutoff,  whether  they  are  15,  16,  17  percent,  are  not  the  hard- 
hit  hospitals.  As  a  matter  of  fact,  you  could  make  the  case  that  the 
15-percent  cutoff  is  too  low.  So  while  it  may  turn  out  that  if  you 
combined  them  they  would  make  the  15  percent  and  therefore 
would  qualify,  if  you  really  want  to  target  your  Medicare  money  to 
the  hospitals  that  have  low  total  margins  you  really  need  to  make 
that  cutoff  higher. 

So  your  specific  question  I  need  to  look  at.  But  I  would  be  uncom- 
fortable with  recommending  that  we  in  some  sense  add  more  of  the 
disproportionate-share  dollars  to  the  low  end  of  that  curve. 

Mr.  Coyne.  Well,  the  amount  of  money  reimbursed  for  dispropor- 
tionate-share unit  is  less  than  what  would  be  forthcoming  to  the 
indigent  care  hospital. 

Mr.  Altman.  Yes. 

Mr.  Coyne.  High-percentage  indigent  care,  as  if  they  would  com- 
bine the  reimbursement. 

Mr.  Altman.  Well,  that's  a  good  point. 
Mr.  Coyne.  Yes. 

Mr.  Altman.  I  think  it's  worthy  of  looking  at.  As  I  understand 
what  you're  saying,  it  is  that  here  is  a  hospital  that  has  a  unit,  a 
psychiatric  unit,  so  the  units  excluded  within  that  unit  are  uncom- 
pensated care  and  Medicaid  patients.  If  you  combine  the  whole, 
they  would  go  over  15  percent. 

Mr.  Coyne.  Yes. 

Mr.  Altman.  It's  a  legitimate  issue  that  I  think  warrants  our  at- 
tention, and  we  will  look  into  it. 
Mr.  Coyne.  Thank  you  very  much. 
Chairman  Stark.  Mr.  Pickle. 
Mr.  Pickle.  Thank  you,  Mr.  Chairman. 

Dr.  Altman,  I  think  your  testimony  has  been  very  helpful.  You're 
doing  better. 
Mr.  Altman.  I  am  learning.  [Laughter.] 
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Mr.  Pickle.  I  notice  in  your  testimony  that  you  made  no  refer- 
ence about  your  feelings  or  recommendations  in  the  capital  pay- 
ment area.  That  is  a  category  of  big  bucks,  big  money,  big  savings. 
Why  haven't  you  made  some  mention  of  that? 

Mr.  Altman.  Thank  you  for  the  question.  You're  right,  it  is  a  big 
area.  We  have  a  special  report  due  to  you  in  about  6  months  on 
capital. 

The  commission  has  been  on  record  as  recommending  that  cap- 
ital be  folded  into  PPS  for  several  years.  And  we  sort  of  became  a 
bit  of  a  broken  record.  We  recommended  it  several  times.  The  Con- 
gress decided  not  to  do  it. 

I  personally  am  uncomfortable  with  manipulating  the  15  percent 
number.  We  don't  know  what  we're  doing  in  that  area,  quite  frank- 
ly. It  just  looks,  "Oh,  let's  change  15  to  25,"  without  looking  at 
where  those  moneys  are  going  or  coming  from.  So  we  are  trying  to 
understand  which  hospitals  are  affected  by  moving  from  15  to  20  to 
25  percent,  what  are  the  implications  of  doing  that. 

Mr.  Pickle.  Yes. 

Mr.  Altman.  And  the  reason  why  we  haven't  made  a  comment  is 
we  are  sort  of  halfway  through  that.  And  as  soon  as  we  have  a 
better  idea,  we  will  come  back  to  you. 

Mr.  Pickle.  Well,  I  think  you're  right  that  there  is  nothing  ap- 
propriate in  just  automatically  saying  we're  going  from  15  to  25 
percent  just  to  save  more  revenue,  make  more  savings.  And  I  can 
understand  why  you  might  not  recommend  it  now  because  you 
have  supported  that  folding  of  capital  into  other  hospital  payments. 

But  it  is  not  likely  that  we  are  going  to  wait  that  long.  We  are 
going  to  have  to  make  a  decision  this  year  of  what  we're  going  to 
do  about  this  proposed  reduction. 

I  am  concerned  about  the  recommendation  of  going  up  to  25  per- 
cent. Can  you  tell  me  when  you  will  make  a  further  report  on  this 
issue?  Is  it  within  this  year,  within  the  next  3,  6  months? 

Mr.  Altman.  Well,  it  was  my  understanding,  maybe  incorrectly, 
that  it  was  unlikely  that  there  would  be  a  major  change  in  the  cap- 
ital issue  this  year  and  that  we  were  under  the  impression  that  it 
would  be  closer  to  1992.  So  we  are  planning  on  meeting  what  we 
understood  the  congressional  calendar  and  having  it  next  March. 

If  it  speeds  up,  I  would  hope  that  you  would  pick  up  the  tele- 
phone and  we  will  give  you  whatever  we  have  from  our  analysis. 

Mr.  Pickle.  All  right.  We  will  do  that. 

Let  me  make  one  other  further  observation.  In  the  reconciliation 
bill  we  passed  last  year,  I  think  we  made  considerable  progress  in 
the  rural  hospital  area,  very  definite  improvements.  And  you  are 
recommending  now  speeding  up  elimination  of  the  differential  for  3 
years. 

Mr.  Altman.  Yes. 

Mr.  Pickle.  I  think  that  is  commendable,  and  we  ought  to  strive 
to  do  that.  And  we  have  created  in  that  legislation,  working  with 
Mr.  Stark  and  his  staff,  I  think  we  have  created  something  that 
can  give  us  a  new  approach,  whether  you  use  the  EACH  hospital — 
essential  access — or  the  "Peach  hospital"  for  primary  care.  I  think 
we  are  entering  into  a  realm  of  possible  new  definitions:  What  do 
we  really  to  provide  rural  care  and  how  can  we  handle  it? 
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I  think  a  lot  could  be  gained  because  this  gives  real  hope  to  the 
rural  areas  that  they  won't  have  to  go  through  the  traumatic  expe- 
rience of  closing  hospitals,  and  if  the  differential  can  be  eliminated 
and  if  hospitals  can  redefine  what  they're  supposed  to  do,  not  just 
as  an  outreach  hospital  but  specifically,  to  do  things  that  we  delin- 
eate in  the  law,  I  think  they'd  feel  that  they  are  going  to  preserve 
better  service.  So  that  is  encouraging. 

We  still  have  a  problem,  though.  We're  still  trying  to  give  assist- 
ance to  those  hospitals,  but  you  say  the  intensive  care,  the  very 
technical  operations,  the  big  operations,  will  move  to  the  urban 
hospitals.  And  that  is  true.  If  they're  30,  40  miles  away  and  they 
need  a  special  type  of  operation,  they're  going  to  go  to  an  urban 
center. 

Now,  in  effect,  though,  that's  going  to  cost  the  program  more. 
They're  going  from  a  less  costly  rural  setting  into  an  urban  facility. 
Mr.  Altman,  That's  correct. 

Mr.  Pickle.  So  in  time,  as  the  differential  is  erased,  why,  then 
that  may  be  less  of  a  problem,  but  for  the  next  2  years  it  might.  So 
I  think  that  is  an  area  we  have  to  look  at  or  at  least  try  to  under- 
stand that  that  will  be  costing  us  a  little  bit  more.  But  it  may  be 
worth  it  to  keep  these  satellite  rural  hospitals  alive. 

So  I  would  simply  say  to  you  that  I  appreciate  your  testimony, 
and  I  thought  it  helpful. 

Mr.  Altman.  Well,  thank  you,  sir. 

Mr.  Pickle.  Thank  you. 

Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

And  thank  you  very  much  for  your,  as  usual,  fine  testimony,  Dr. 
Altman. 

I  have  two  comments  on  work  that  you  have  in  process,  and  then 
a  question. 

First,  I  have  spoken  at  length  with  my  hospitals  on  the  issue  of 
capital  reimbursements.  I  represent  primarily  nonteaching  urban 
hospitals.  I  have  half  of  the  nonteaching  urban  hospitals  in  the 
State  of  Connecticut  are  in  my  district  and  I  recently  saw  how  they 
are  being  affected  by  what  we  are  doing  with  capital  reimburse- 
ment. 

These  hospitals  support,  and  have  encouraged  me  to  review,  cap- 
ital reimbursements  that  do  take  into  effect  occupancy  rate,  but 
they  want  us  to  look  at  occupancy  realistically,  at  medical-surgical 
occupancy  only,  where  they  have  the  most  control. 

One  of  the  older  hospitals,  for  example,  informed  me  that  22  ob- 
stetrical beds  it  will  never,  ever  again  use.  But  under  Connecticut 
law  it  can't  divide  that  wing  or  convert  those  beds  to  other  uses.  It 
is  stuck  with  these  beds  unless  it  builds  a  new  building  and  will 
always  have  very  low  occupancy  in  the  OB  unit.  The  isolation  of 
the  area  requires  this  hospital  to  keep  the  OB  unit  operating. 

I  would  like  your  opinion  in  the  long  run,  tying  occupancy  rates 
to  medical-surgical  beds.  I  would  also  appreciate  your  views  on  oc- 
cupancy rates  varying  with  percentage  of  single-bed  rooms.  Hospi- 
tals in  my  area  tell  me  that  they  could  achieve  95  percent  occupan- 
cy rate  with  all  single  rooms  without  single  rooms  administrators 
must  take  into  account  sex,  smoking,  severity  of  illness  and  so  on, 
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making  it  impossible  to  work  to  a  standard  that  is  much  above  85 
occupancy. 

Second,  I  wish  to  comment  on  your  work  in  rehabilitation  hospi- 
tals. I  have  one  of  the  best  rehabilitation  hospitals  in  the  Nation  in 
my  district.  It  now  receives  a  per-discharge  reimbursement  for  ven- 
tilator-dependent patients.  Now,  some  ventilator-dependent  pa- 
tients never  are  discharged  and  the  hospital  is  never  paid.  Manag- 
ing a  ventilator-dependent  patient  for  1 V2  or  2  years  and  never  get- 
ting paid  until  the  patient  dies  is  a  problem. 

The  nature  of  the  rehabilitation  hospitals  work  is  changing.  This 
particular  hospital  is  doing  advanced  research  on  ventilator-de- 
pendent care.  It  is  a  good  outfit,  but  it  is  accomplishing  a  great 
deal  with  very  inadequate  resources. 

Perhaps  the  Commission  could  consider  DRG  or  some  other  ap- 
proach to  a  per  diem  reimbursement  for  some  categories  in  which 
rehabilitation  hospitals  are  increasingly  involved.  I  am  glad  you 
are  studying  the  issue.  Reimbursement  for  rehabilitation  hospitals 
is  a  significant  problem. 

Now,  I  was  interested  that  you  made  the  comment  that  you  are 
doing  some  work  on  a  single-payer  approach.  When  we  first  passed 
DRG's,  at  the  Federal  level,  Connecticut  also  adopted  DRG's  for  the 
private  sector,  with  the  goal  of  reducing  costs. 

But  the  all-payer  system  turned  out  to  be  an  absolute  disaster  for 
Connecticut  and  they  have  repealed  the  law  because  the  single  re- 
imbursement set  by  Medicare  wasn't  realistic.  I  think  what  I  hear 
from  your  testimony,  particularly  in  regard  to  case-mix  adjustment 
and  medical  education  that  we  really  are  unable  to  calculate  these 
rates  to  a  degree  necessary  for  correct  reimbursements. 

It  concerns  me  that  we  might  be  considering  broadening  the  in- 
fluence of  a  system  that  reflects  in  reality  a  very  inexact  science 
until  we  can  go  further  in  making  that  science  more  exact. 

The  medical  education  reimbursements,  especially,  strike  me  as 
an  area  in  which  we  don't  know  exactly  what  we're  doing.  With 
regard  to  the  case-mix  adjustments,  I  don't  see  that  our  way  of 
managing  case-mix  adjustments  correlates  closely  with  the  real- 
world  experience  for  hospitals.  For  example,  the  nature  of  the  com- 
plexity of  care  for  all  the  people  85  and  over. 

So  in  addition  to  my  concern  about  the  capital  reimbursement 
and  the  rehabilitation  hospital  studies,  I  would  ask  you  to  comment 
specifically  on  the  formula  for  case-mix  adjustment,  what  are  its 
factors,  which  do  you  feel  most  confident  in,  which  do  you  feel  least 
confident  in.  I  think  for  the  time  being  we  will  talk  only  about  that 
one  aspect  of  our  ratesetting  system  because  it  is  too  complicated  to 
go  into  the  others. 

Mr.  Altman.  Well,  you  have  hit  on,  I  think,  the  set  of  Achilles' 
heels  of  the  whole  system,  and  I  don't  think  it's  a  technical  issue  as 
much  as  a  set  of  assumptions  that  were  made  when  PPS  was 
passed.  Let  me  just  put  them  on  the  table  because  we  don't  talk 
about  them  very  much  anymore  but  I  believe  we  need  to  talk  about 
them. 

One  you  have  touched  on  is  the  whole  issue  of  occupancy.  When 
PPS  was  passed,  explicitly  put  into  the  law  it  said  there  will  be  no 
adjustment  for  occupancy  or  declining  admissions.  You  know,  in 
the  good  competitive  world  we  live  in,  if  you  can  sell  more  cars  you 
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should  get  the  average  payment,  if  you  sell  less  cars  you  get  a  re- 
duction, and  we're  not  going  to  put  into  PPS  any  sliding  scale  if 
you  have  declining  admissions. 

That  is  a  very  tough  market  system  that  is  built  into  this  one 
and  indirectly  affects  what  you  were  talking  about,  about  occupan- 
cy. So  that  is  the  first  hypothesis. 

The  second  one  Congress  debated  a  long  time.  We  said  we  are 
moving  to  national  rates,  we  are  no  longer  going  to  accept  the  fact 
that  in  certain  parts  of  the  country  traditionally  hospitals  have 
had  higher  costs  and  different  mixes  of  treating  patients.  We  said 
that's  not  fair  and  Medicare  shouldn't  pay  for  it. 

Mrs.  Johnson.  Could  I  just  stop  you  right  there  a  minute?  I  can 
understand  national  rates  and  not  accepting  variables  in  costs  in  a 
regional  basis,  but  not  to  accept  variables  in  cost  on  the  basis  of 
mix  and  severity,  was  that  part  of  the  assumption? 

Mr.  Altman.  No.  The  case  mix  was  supposed  to  catch  differences 
in  severity  and  complexity.  There  is  a  big  debate  that  the  current 
DRG  system  doesn't  do  an  adequate  job  there  and  we  are  as  much 
as  anybody  looking  at  that  issue.  So  that  is  what  the  index  is  sup- 
posed to  catch  in  the  differential  DRG.  And  we  do  a  much  better 
job  than  any  other  country.  You  know,  we  are  trying  to  go  to  100 
percent  of  perfection  where  other  countries  just  simply  give  aver- 
ages. 

So  we  will  never  be  perfect,  but  I  think  over  time  you  are  going 
to  see  refinements  in  the  DRG  that  catch  severity.  But  even  after 
you  have  done  that,  there  still  is  this  issue  of  whether  we  should 
have  one  standard  of  care  that  we  can  simply  transfer  from  Boston 
to  Mississippi  to  Kansas  to  Washington.  And  I  think  what  we  are 
finding  is  that  the  resistance,  medical  and  historical,  are  not  so 
easy  to  change,  and  I  don't  know  where  your  particular  district 
winds  up  but  I  do  know  I  hear  a  lot  from  hospitals  in  the  Boston 
area  and  they  say  they  just  cannot  change  the  practice  of  medicine 
overnight  and  that  going  to  national  rates  has  led  them  into  a  per- 
manent negative  position. 

Mrs.  Johnson.  Let  me  just  comment  on  that  particular  issue  be- 
cause this  one  they  specifically  raised.  They  said  they  used  to  work 
to  a  community  standard  of  care. 

Mr.  Altman.  That's  right. 

Mrs.  Johnson.  Now  that  small  hospitals  have  to  work  to  a  na- 
tional standard  of  care,  they  must  have  the  technology  that  used  to 
be  available  only  in  large  urban  hospitals.  In  other  words  working 
to  a  national  standard  of  care  has  imposed  the  national  standards 
of  sophisticated  medical  centers  on  much  less  sophisticated  health 
care  settings  and  has,  in  and  of  itself,  been  a  cost  driver. 

Mr.  Altman.  Well,  I  would  like  to  hear  that  argument  played 
out.  It  is  an  interesting  one  that  because  they  have  less  expensive 
technology  they  have  higher  costs. 

Mrs.  Johnson.  No,  no.  No,  no.  I  was  saying  the  opposite.  Now  all 
hospitals,  sophisticated  or  not,  must  meet  the  standard  of  care  that 
the  medical  profession  set  up  as  some  kind  of  ideal  in  every  in- 
stance. 

I  think  this  is  something  worth  pursuing.  It  was  brought  to  me 
from  the  administrator  of  a  medium-size  hospital  who  has  had  ex- 
perience in  small  hospitals  and  large  hospitals. 
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Mr.  Altman.  I  would  like  to  hear  more  about  that. 

Mrs.  Johnson.  And  I  think  it  is  at  least  something  we  ought  to 
think  about  because  if  we  are  concerned  about  costs,  what  he  says 
to  me  has  some  logical  content  to  it. 

Thank  you  for  your  comments  and  for  this  discussion. 

Mr.  Altman.  Thank  you. 

Chairman  Stark.  Thank  you. 

Mr.  Levin. 

Mr.  Levin.  Stuart,  as  always,  your  testimony  is  so  constructive,  I 
wish  all  the  public  could  hear  you  testify.  They  might  change  some 
of  the  attitudes  about  public  servants. 

Mr.  Altman.  Thank  you. 

Mr.  Levin.  Our  office  has  been  talking  with  you  about  the  teach- 
ing provision.  I  do  worry  about  the  integrity  of  the  system,  as  you 
do.  We  should  be  concerned  about  having  a  factor  serve  as  a  proxy 
when  it  isn't  directly  related.  And  it's  pretty  clear  that  there  is 
that  aspect  to  the  reimbursement  provision  for  indirect  medical 
education. 

But  I  am  also  worried  about  how  that  proxy  impacts  the  hospi- 
tals— whether  it  really  does  so  fairly.  I  also  worry,  as  you  do,  about 
what  is  going  to  be  the  replacement  for  that  factor  for  those  that 
depend  on  the  funds  to  offset  other  crises. 

So  let's  spend,  if  we  might,  just  a  few  minutes  talking  here 
before  the  subcommittee  about  what  we  have  been  discussing  be- 
tween our  two  offices. 

The  factors,  or  the  data,  that  you  provide  about  the  PPS  margins 
and  the  overall  margins  are  fairly  startling  and  a  little  hard  to  as- 
similate. The  PPS  margins  for  the  major  teaching  hospitals  are 
rather  large,  but  as  you  point  out,  the  overall  margin  is  negative. 
And  the  trendline  has  been  from  better  to  worse  in  the  overall 
margin.  Right?  So  your  chart  shows  that  since  PPS-2  there  has 
been  a  decline  in  the  overall  margin.  The  overall  margins  went 
into  the  red  with  PPS-5.  Is  there  any  reason  to  think  that  that 
trendline  would  have  changed  in  6  and  7? 

Mr.  Altman.  If  anything,  it  has  probably  gotten  worse. 

Mr.  Levin.  All  right.  So  that  means  for  major  teaching  hospitals, 
the  overall  margin  has  worsened. 

All  right.  Now,  when  we  go  to  disproportionate  share,  we  asked 
you  whether  that  would  be  a  better  proxy  or  a  better  factor  to  try 
to  assist  those  hospitals  in  urban  areas  that  are  under  immense 
fiscal  pressure.  And  I  just  saw,  and  maybe  my  colleagues  did,  on 
one  of  the  networks  a  few  minutes  of  tape  about  hospitals  in  New 
York  City  and  what  is  happening  in  emergency  wards  and  other 
such  facilities,  how  those  people  are  waiting  for  1  or  2  days  for 
emergency  treatment  there. 

All  right.  So  we  asked  you  about  the  disproportionate-share 
factor  and  whether  we  might  shift  some  more  of  the  funding  there 
because  if  we  are  going  to  have  a  proxy,  if  Medicare  is  going  to,  if 
one  wants  to  call  it,  subsidize  other  areas,  at  least  let's  do  it  effec- 
tively and  skillfully. 

But  apparently  your  analysis,  when  you  combine  the  large  teach- 
ing, disproportionate-share  hospitals,  that  there  is  a  very  uneven 
pattern,  that  some  have  positive  total  margins  while  others  there- 
fore must  have  disastrously  bad  ones.  Right? 
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Mr.  Altman.  Yes. 

Mr.  Levin.  So  what  we  face  is  that  if  we  want  to  make  a  shift, 
we  are  not  sure  what  to  shift  to. 

Mr.  Altman.  When  we  designed,  when  we  collectively  designed 
the  disproportionate-share  adjustment,  we  didn't  have  available 
and  we  didn't  take  into  account  total  margins.  I  think  if  we  were 
going  to  focus  our  attention  and  make  it  an  explicit  policy  that  the 
Medicare  program  would  be  concerned  about  hospitals  with  nega- 
tive margins  that  have  some  other  characteristics  that  we  wanted 
to  recognize,  we  would  have  designed  a  different  disproportionate- 
share  adjustment. 

And  the  reason  why  the  current  disproportionate  share  doesn't 
do  as  good  a  job  as  you,  and  I  think  I,  would  like,  is  because  it 
wasn't  designed  that  way.  So  what  I  would  suggest  is  that  if  the 
Congress  decides  that  its  goal  is  to  protect  the  financial  integrity  of 
certain  kind  of  hospitals,  that  we  create  a  mechanism  for  doing 
that.  We  are  using  proxy  mechanisms  which  were  not  designed  for 
that. 

Ironically,  the  teaching  adjustment  does  a  better  job,  it  appears, 
than  the  disproportionate-share  adjustment  in  terms  of  allocating 
Medicare  dollars  to  hospitals  that  have  negative  margins. 

Mr.  Levin.  And  I  take  it  one  problem  with  using  the  total 
margin  is  that  it  kind  of  strips  away,  it  kind  of  exposes  what  you're 
doing. 

Mr.  Altman.  Yes. 

Mr.  Levin.  So  it  is  a  fair  mechanism,  but  it  is  more  patent  and 
more  vulnerable  to  the  criticism  that  Medicare  is  being  used  to  re- 
solve other  problems  that  society  isn't  confronting.  Of  course,  then 
you  have  to  look  at  how  much  society  at  large  is  funding  the  Medi- 
care system. 

Well,  I  take  it  you  are  looking  at  this  further  and  you  are  going 
to  give  us  some  recommendations,  or  some  data? 

Mr.  Altman.  We  will  try,  but,  Mr.  Levin,  when  all  gets  said  and 
done  it  is  going  to  come  back  where  there  is  only  so  much  technical 
information  we  can  provide  you.  I  think  your  summary  at  the  end 
is  exactly  right  on,  and  it  has  to  do  with  whether  a  fund  which  was 
established  to  provide  hospital  and  physician  care  for  Medicare 
beneficiaries  should  become  the  principal  mechanism  for  making 
up  some  serious  deficiencies  in  our  overall  financing  system  for 
health  care. 

Mr.  Levin.  But  we  need  to  serve  notice  on  Dr.  Wilensky,  a  friend 
of  ours,  if  I  might  say  so,  and  everybody  else  who  appears  on  behalf 
of  the  administration,  that  it  is  one  thing  to  criticize  the  use  of  a 
proxy— and  they're  doing  that  by  this  proposal  for  a  dramatic  de- 
crease in  indirect  medical  reimbursement— but  then  offer  nothing 
in  its  stead. 

And  that  is  what  the  administration  proposal  does  and  why,  for 
many  of  us,  it  is  totally  unsatisfactory  and,  we  think,  in  a  sense, 
dissembling,  but  surely  unsatisfactory. 

So  I  think  all  of  us  will  appreciate  your  continued  work  on  it. 
You  are  skating  on  thin  ice,  but  at  least  you're  skating  when  you 
look  at  it  instead  of  deferring  or  pretending  that  you're  solving  a 
problem  when  you're  not.  [Laughter.] 
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Mr.  Levin.  One  other  quick  question.  The  regional  floor  which 
expires  this  fiscal  year,  are  you  suggesting  any — you  know,  we 
were  concerned,  a  number  of  us,  with  nonlabor  costs  and  we  ended 
up  with  a  compromise  that  was  better  than  nothing — are  you  look- 
ing at  this  or  suggesting  anything?  Or  do  you  want  to  stay  away 
from  it  and  let  us  deal  with  it?  [Laughter.] 

Mr.  Altman.  If  you  ask  us  to  look  at  it,  we  will  look  at  it. 

Mr.  Levin.  Well,  you  haven't?  You  haven't. 

Mr.  Altman.  We  have  not  looked  at  it  up  to  this  point.  We  did 
do  a  special  analysis  several  years  ago  on  the  movement  to  nation- 
al rates  and  made  some  recommendations. 

I  think  at  some  point  in  the  future  it  would  do  us  all  good  for  us 
to  take  a  collective  look  at  the  implications  of  national  rates  and 
whether  the  hypotheses  that  supported  moving  there  in  fact  are 
being  played  out.  You  know,  the  idea  that  you  keep  a  couple  in  this 
never-never  land  sort  of  begs  the  question.  I  think  the  issue,  wheth- 
er it's  next  year  or  the  year  after,  ought  to  be  looked  at,  and  I 
think  it  indirectly  affects  what  Mrs.  Johnson  asked  as  well  as  Mr. 
Coyne.  It  gets  at  this  issue  of  whether  we  are  allocating  our  Medi- 
care dollars  fairly. 

Mr.  Levin.  I  think  so  very  much. 

Thanks  very  much. 

Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mr.  Donnelly. 

Mr.  Donnelly.  Thank  you,  Mr.  Chairman. 

Stuart,  you  are  very  welcome.  I  am  sorry  I  missed  your  oral  testi- 
mony, but  I  had  an  opportunity  to  read  it,  and  it  was  excellent,  as 
usual. 

I  notice  you  didn't  make  any  recommendations  on  capital,  I 
asked  a  question  on  that  last  year,  which  was  a  proposal  pending 
before  the  committee  about  linking  capital  to  occupancy. 

Mr.  Altman.  Yes. 

Mr.  Donnelly.  As  you  know,  the  administration  has  listed  that 
as  one  potential  option  as  the  committee  goes  through  the  budget 
process. 

Have  you  changed  your  opinion  from  last  year  about  some  sort  of 
formula  to  link  capital  to  occupancy? 

Mr.  Altman.  Well,  Mrs.  Johnson  pointed  something  out  that 
really  deserves  more  attention,  and  that  is  the  word  occupancy  is 
such  a  confused  term  because,  you  know,  I  won't  go  back  through 
her  litany  of  issues,  but  they  are  right  on,  and  I  think  there  are 
many  more. 

We  originally  were  very  uncomfortable  at  linking  capital  to 
occupancy,for  two  reasons: 

One,  the  definition  of  occupancy  the  hospitals  can  play  with 
them  all  over  the  place. 

Second,  there  is  under  the  PPS  system  a  real  negative  incentive 
to  continue  to  have  low  occupancy.  Unlike  cost-based  reimburse- 
ment, hospitals  are  not  anxiously  designing  their  system  to  have 
low  occupancy.  It  doesn't  help  them  very  much.  So  we  sort  of 
backed  away  from  it. 

But  I  think  it's  time  we  took  another  look.  I  sense  that  we  may 
want  to  have  a  different  trigger  than  occupancy.  I  think  it  may 
relate  more  to  costs.  I  really  believe  occupancy  is  only  one  of  the 
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driving  forces  that  leads  some  hospitals  to  have  much  higher  costs 
per  admission  than  others.  And  whether  it's  the  diversity  of  what 
they're  trying  to  do,  their  unwillingness  or  inability  to  deal  with 
their  staffing,  there  are  lots  of  issues  there  that  I  think  are  deserv- 
ing, of  which  occupancy  is  only  one  of  them. 

Mr.  Gradison.  Would  the  gentleman  yield  to  me,  please? 

Mr.  Donnelly.  Yes,  I  would  be  happy  to  yield. 

Mr.  Gradison.  Thank  you. 

I  have  been  troubled  by  the  notion  of  linking  capital  reimburse- 
ment to  occupancy  for  several  reasons,  but  one  of  them  has  to  do 
with  the  way  in  which  the  program  was  laid  out  in  1983  with 
regard  to  new  capital  construction  and  new  beds  that  are  added. 

I  would  say  to  the  gentleman  I  think  there  is  a  better  case  to  be 
made  for  taking  occupancy  into  account  than  there  is  with  regard 
to  beds  which  were  in  place  or  being  constructed  at  the  time  of  the 
change  in  the  1983  act.  And  the  reason  I  say  that  is  the  institutions 
involved  in  good  faith  had  reason  to,  presumably,  expect  we  would 
continue,  at  least  for  pre-1983  capital,  to  reimburse  them  on  a  cer- 
tain basis  and  incurred,  in  many  cases,  very  substantial  long-term 
capital  commitments,  a  lot  of  loans,  a  lot  of  interest  being  paid. 

So  I  would  just  say,  not  trying  to  debate  the  whole  issue,  which  I 
know  is  something  for  another  day,  that  there  may  be  a  distinction 
between  pre-  and  post-1983. 

Mr.  Donnelly.  Loans  from  tax-free  bonds,  I  might  add  for  the 
record. 

Now,  you  have  made  some  recommendations  on  the  indirect 
medical  education  adjustment,  but  you  make  no  recommendation 
on  the  direct  medical  education  passthrough.  Why? 

Mr.  Altman.  Well,  it  has  not  been  an  area  that  we  have  focused 
on.  Congress  and  the  administration  sort  of  jumped  ahead  and 
made  a  whole  series  of  recommendations — not  recommendations 
made — changed  the  law  that  dealt  with  a  major  restructuring  in 
direct  medical.  And  it  sort  of  jumped  so  far  ahead  of  us  that  for  us 
it  was  sort  of  getting  on  the  train  rather  late. 

It  is  an  area  that  increasingly  troubles  us,  and  it's  the  reason 
why  we  are  moving  away  from  using  the  word  PPS  operating  mar- 
gins, because  both  the  direct  medical  and  the  capital  is  excluded 
from  those  margins.  So  indirectly  we  are  beginning  to  get  more  in- 
volved in  it. 

I  am  sorry  if  we  left  that  part  out,  but  it  really  was  a  sense  that 
the  law  had  changed  so  fundamentally  on  that  area  that  we 
thought  you  had  dealt  with  it.  But  if  it  is  something  you  want  us  to 
look  at,  we  will  be  glad  to. 

Mr.  Donnelly.  Well,  Stuart,  how  do  the  other  health  insurance 
systems  in  this  country  reimburse  hospitals  for  their  direct  and  in- 
direct medical  education  costs? 

Mr.  Altman.  There  is  no  separating  of  the  pie. 

Mr.  Donnelly.  Right. 

Mr.  Altman.  I  mean  hospitals  have  charges,  and  reflected  in 
those  charges  I  am  more  than  sure  include  all  kinds  of  costs  to 
them,  including  direct  medical,  indirect  medical,  interest  and  so  on. 
So  they  don't  have  separate  pots  from  which  the  dollars  flow,  they 
just  are  charged  a  rate  which,  in  most  cases,  is  substantially  higher 
than  the  rate  that  the  Medicare  program  pays. 


39 


Mr.  Donnelly.  The  point  I  am  getting  to — this  might  be  a  hereti- 
cal point;  I  represent  a  city  that  per  capita  that  probably  has  more 
teaching  hospitals  in  it  than  any  other  in  America — is  that  I  don't 
think  it's  a  very  efficient  system  to  separate  out  the  direct  and  in- 
direct costs  from  the  per-bed  patient  cost,  that  it  would  be  a  much 
more  efficient  system  to  package  all  of  the  costs  into  one  rate. 

And  the  second  point  is  it  probably  made  a  lot  of  sense  early  on 
in,  when  the  system  was  founded,  to  encourage  hospitals  to  train 
physicians  and  to  educate  more  physicians  in  this  country.  I  guess 
the  question  we  have  in  the  1990's  is:  Is  that  a  necessary  function 
of  Medicare  and  what  does  the  Medicare  system  get  in  return  for 
its  investment?  I  mean,  we  are  investing  billions  and  billions  of  dol- 
lars to  educate,  to  help  educate  and  train  quality  physicians  who 
very  quickly  become  the  10  percent  top  wage-earners  in  the  coun- 
try. What  does  the  system  get  back?  What  does  the  Medicare 
system — not  the  health  care  system  in  the  United  States — what 
does  the  Medicare  get?  What  do  we  get?  What  is  the  return  for  our 
investment? 

Mr.  Altman.  Well,  it  is  clearly  a  bigger  issue. 

Mr.  Donnelly.  Yes.  I  am  being  much  more  esoteric.  We  could 
talk  numbers  and  we  could  spend  the  next  8  months  talking  num- 
bers. But  I  think  it 's  a  question  that  needs  to  be  looked  at  in  the 
1990's. 

Mr.  Altman.  Well,  I  mean  it  is  clear  that  what  we  get  back  are 
trained  physicians,  and  to  the  extent  that  the  Medicare  benefici- 
aries disproportionately  need  those  trained  physicians,  I  am  sure 
my  friends  who  represent  those  teaching  hospitals  that  we  know 
well  would  argue  that  Medicare  is  getting  a  lot  in  return. 

I  think  if  you  packaged  all  those  dollars  together  and  had  nation- 
al rates,  you  would  really  take  dollars  away  from  our  teaching  hos- 
pitals, and  given  the  discussion  that  we  just  had  with  Mr.  Levin 
and  with  the  chairman,  what  you  would  be  doing  is  taking  the  dol- 
lars away  from  just  those  hospitals  that  have  these  negative  mar- 
gins. And  these  negative  total  margins  are  a  big  surprise,  and  they 
are  something  that  we  really  need  to  put  into  our  overall  psyche. 
And  so  I  think  by  focusing  on  teaching  costs  and  stuff  like  that,  we 
lose  sight  of  what  these  hospitals  are  doing.  So  it  is  a  bigger  issue. 

Mr.  Donnelly.  Yes,  it  is,  clearly. 

I  made  a  proposal  last  year  that  passed  in  the  subcommittee  and 
was  mooted  as  it  went  through  the  process,  and  we  won't  let  that 
happen  again.  [Laughter.] 

Mr.  Donnelly.  That  mandated  that  hospitals  that  participate  in 
the  Medicare  system  also  participate  in  the  Medicaid  system.  We 
have  two  Government  systems,  one  that  cares  for  our  elderly  bene- 
ficiaries and  another  that  cares  for  poor  beneficiaries. 

Do  you  have  any  thoughts  on  that?  There  is  a  growing  number  of 
hospitals,  not  a  large  number  but  a  growing  number  of  hospitals, 
that  are  refusing  to  participate  in  the  Medicaid  program  who  par- 
ticipate in  the  Medicare  program. 

Mr.  Altman.  We  don't  have  a  list  of  those  hospitals,  but  when 
we  had  been  looking  at  targeting  better  our  Medicare  dollars  and 
disproportionate-share  dollars,  one  of  the  single  biggest  differen- 
tiates of  which  hospitals  are  doing  very  well  under  Medicare  and 
doing  very  well  on  total  margins  is  the  percentage  of  their  business 
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which  is  Medicaid.  And  so  one  of  the  reasons  why  I  am  more  than 
a  little  uncomfortable  at  simply  putting  money  into  the  teaching 
adjustment  or  putting  money  into  the  disproportionate  share,  par- 
ticularly the  teaching  adjustment,  is  that  while  on  average  those 
hospitals  have  a  negative  0.7  percent  margin,  there  are  some  whose 
margins  are  extremely  healthy  and  those  hospitals  are  treating 
very  few  Medicaid  or  uncompensated  care. 

Now,  your  suggestion  is  something  that  would  change  that  and  it 
may  be  worth  looking  into. 

Mr.  Donnelly.  OK.  Thank  you. 

My  final  question  has  to  do  with  the  issue  of  trauma  centers. 
And  in  looking  at  capital  reimbursement,  could  you  take  a  look  at 
the  numbers  of  emergency  rooms  that  are  closing  in  this  country? 
And  there  tend  to  be  some  suburbanization  of  hospitals  in  some 
cities — not  in  our  city — and  the  lack  of  emergency  rooms  and  the 
emergency  rooms  are  then  taken  over  by  so-called  trauma  centers, 
and  how  our  present  capital  reimbursement  encourages  or  discour- 
ages this. 

Mr.  Altman.  That  is  a  good  point. 

Mr.  Donnelly.  This  type  of  activity.  Clearly,  the  running  of  an 
emergency  room  is  an  extremely  expensive  operation,  and  we  need 
these  most  especially  in  the  inner  cities,  and  would  there  be  a  way 
to  put  some  incentive  in  capital  reimbursements  for  institutions 
that  move  from  an  urban  area  to  a  suburban  area  to  maintain  a 
trauma  center  or  an  emergency  room?  Have  you  any  thoughts  on 
that,  No.  1? 

No.  2,  have  you  looked  into  it  at  all? 

Mr.  Altman.  As  you  now  know  me  well,  sometimes  I  have 
thoughts  I  probably  shouldn't  have,  but  my  sense  is  that  it  is 
not  

Mr.  Donnelly.  They  say  that  about  me,  too,  Stuart. 
Mr.  Altman.  Yes.  [Laughter.] 

It's  not  a  capital  issue.  One  of  the  things  I  have  learned,  talking 
to  many  hospital  administrators,  is  that  when  you  keep  an  emer- 
gency room  open,  a  big  emergency  room,  flowing  through  those 
emergency  rooms,  unfortunately  for  the  hospital,  are  many  people 
that  can't  pay  their  bills. 

Mr.  Donnelly.  Exactly. 

Mr.  Altman.  And  one  of  the  best  ways  you  can  protect  the 
number  of  uncompensated  care  patients  is  to  not  have  an  emergen- 
cy room. 

I  think  it  has  more  to  do  with  the  operating  budget  and  who 
pays  the  bills  than  it  does  with  how  we  pay  capital.  But  it  is  a  very 
good  point,  and  we  will  look  into  it.  But  I  am  almost  sure  that  the 
issue  is  more  on  the  revenue  side  than  on  the  operating  budget  or 
than  on  capital. 

Mr.  Donnelly.  But  is  it  less  so  on  capital? 

Mr.  Altman.  But  it  is  important.  I  mean  there  is  no  question 
you're  dealing  with  substantial  dollars  when  you  deal  with  the  cap- 
ital side.  But  I  think  it  is  a  revenue  issue  more  than  otherwise. 

Mr.  Donnelly.  If  we  can  get  some  recommendations,  though, 
and  you  could  do  some  analysis,  I  think  it  would  be  very  helpful  to 
the  committee. 

Mr.  Altman.  We  would  be  glad  to. 
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Mr.  Donnelly.  Sooner  or  later  we  are  going  to  have  to  make 
some  sort  of  public  policy  on  this  because  I  see  it  as  a  growing 
problem  across  the  country,  and,  you  know,  the  quicker  we  have 
some  basis  of  fact  the  better  decision  we  will  make. 

Thanks  very  much. 

Mr.  Altman.  Thank  you. 

Chairman  Stark.  Stuart,  thank  you  very  much.  I  want  to  try  not 
to  rehash  a  lot  of  this.  But  let  me  ask  just  a  couple  of  things. 

You,  in  a  kind  and  gentlemanly  way  which  I  can  only  admire 
and  never  emulate  [laughter]  referred  gently  to  case-mix  adjust- 
ment. I  would  call  it  cooking  the  books.  But  being  the  gentleman 
you  are,  and  far  more  articulate,  you  didn't  use  words  like 
"gaming."  I  would  submit  that  there  probably  is  not  a  hospital 
comptroller  in  the  country  who  could  pass  a  basic  test  in  cost  ac- 
counting using  the  systems  that  they  are  using  in  their  hospitals. 
But  that  is  something  that  we  will  get  to  in  time. 

We  are  going  to  hear  about  this,  what  happens  with  the  hospitals 
is  if  we  talk  about  occupancy,  they  don't  like  that,  so  they  change 
the  occupancy.  It's  like  doctors  saying  we  will  raise  normal  to  102 
degrees  and  then  everybody  is  well.  [Laughter.] 

So  now  we  are  going  to  hear  about  gross  national  product,  hospi- 
tal expenditures  as  a  percentage  of  gross  national  product,  which  is 
very  interesting,  and  they're  saying  that's  constant,  so  score  us 
good. 

What  I  think  is  left  out  of  that  is  the  fact  that  a  whole  hell  of  a 
lot  of  treatment  is  being  transferred  to  outpatient,  which  is  grow- 
ing at  twice  the  rate  of  gross  national  product,  so  if  it  is  relatively 
the  same  population  and  people  were  doing  a  good  job,  inhospital 
care  ought  to  drop  as  a  percentage  of  gross  nation  product.  Does 
that  make  sense  to  you? 

Mr.  Altman.  Yes.  Well,  it  should  drop  and  the  total  shouldn't  be 
going  up  as  fast  as  it  is.  That  is  what  I  think  we  would  both  like  to 
see. 

Chairman  Stark.  I  mean  I  always  think  that  people  aren't  out- 
and-out  dishonest  or  crooks.  It  seems  that  most  of  them  are  in  non- 
profit things.  But  let's  think  about  incentives  for  1  minute.  I  mean 
if  people  are  loading  costs  one  way  or  another — because  I  keep 
looking  down  here  and  for  the  most  part  total  margins  are  far  in 
excess,  according  to  your  figures,  of  operating  margins,  with  a  few 
exceptions,  and  that  seems  logical,  Government  hospitals  who  get 
bloated  with  charity  and  uncompensated  care.  But  almost  in  every 
other  case,  the  hospital  is  reporting  a  total  margin  that  is  twice  or 
much  bigger  than  its  patient  margin. 

Then  you  begin  to  say,  "Well,  wait  a  minute,  could  they  be  load- 
ing the  costs  against  the  patient  margin?"  Is  that  a  possibility? 

Mr.  Altman.  That  is  what  was  suggested. 

Chairman  Stark.  Yes.  And  could  the  reason  be  that  in  a  lot  of 
cases,  not  Medicare  anymore,  but  in  Medicaid  and  in  some  States, 
Blue  Cross,  they  are  still  reimbursed  on  a  cost  basis.  Is  that  cor- 
rect? So  if  you  load  the  costs  into  those  areas  where  you  are  getting 
some  cost-based  reimbursement,  you're  going  to  get  more  money 
back? 

Mr.  Altman.  Right. 

Chairman  Stark.  I  mean  that  is  kind  of  an  incentive,  isn't  it? 
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Mr.  Altman.  There's  no  question  about  that. 

Chairman  Stark.  Well,  I  don't  know.  Do  you  have  a  cost  account- 
ant on  your  staff?  I  mean  ought  we  not  to  perhaps  at  some  point,  if 
we're  going  to  have — I  hate  to  complicate  it,  and  the  hospitals 
bring  this  on  themselves — we  are  looking  for  some  kind  of  uniform 
reporting.  As  you  say,  you  would  like  to  have  the  income  side  of 
the  ledger  as  well  as  the  expense  side.  I  am  beginning  to  wonder  if 
there  isn't  some  uniform  standard  that  we  allocate  these  costs. 

I  mean  if  they're  running  a  pharmacy  or  if  they're  running  a 
home  health  care  service,  if  they're  running  an  ambulance  service 
or  if  they're  running  an  office  building  for  docs  or  if  they're  in  joint 
ventures  on  MRI's,  it  seems  to  me  that  there  is  an  awful  lot  of 
room  for  gaming  there  as  to  where  the  executive  overhead  goes, 
where  the  returns  on  endowment  funds  go. 

And  I  don't  care  where  they  want  to  put  it,  I  just  think  there 
ought  to  be  some  uniformity  there  and  we  ought  to  know  what 
they're  doing  with  it  because  all  we  consistently  hear,  as  I  am  sure 
you  do,  is  the  cry  of  "wolf ' — "We're  all  going  broke." 

You  know,  you  look  at  this,  and  you  say,  "Well,  that  isn't  true. 
They  just  aren't  going  broke."  And  I  have  a  hunch  that  there  is  a 
lot  of  semantics  that  would  not  stand  a  test  of  private  enterprise  in 
this. 

There  is  some  talk,  as  Mr.  Donnelly  related  on  the  trauma  care 
area  and  the  obstetrics  care,  but  those  services  are  not  greatly 
used,  I  gather,  by  the  Medicare  population.  Although  it  would  be  a 
wonderful  result  if  our  payment  procedures  could  encourage 
trauma  care  more  realistically  throughout  the  country,  but  it  is  not 
a  big  function  of  Medicare,  I  believe.  Is  that  correct? 

Mr.  Altman.  I  think  that's  fair  to  say. 

Chairman  Stark.  Well,  we  will  try  to  get  you  more  data.  You 
have  been  just  outstanding  in  providing  us  with  assistance — I  won't 
say  "cover,"  because  you  shouldn't  be  blamed  for  the  mistakes  that 
we  make,  that  we  have  to  use  your  expert  testimony  to  justify — but 
it  is  comforting,  I  know,  to  the  Chair  and  to  the  members  of  the 
committee,  not  being  experts,  to  have  a  commission  such  as  yours 
whose  objectivity  has,  at  least  to  my  knowledge,  never  been  ques- 
tioned and  whose  expertise  has  always  been  considered  of  the  high- 
est order.  I  am  not  sure  we  could  function  without  the  work  that 
you  do,  and  we  appreciate  it  very  much. 

Mr.  Donnelly.  If  the  gentleman  would  yield. 

Could  you  tell  me  what  percentage  of  our  beneficiaries  use,  on  an 
annualized  basis,  use  the  so-called  trauma  centers  or  emergency 
rooms,  as  we  would  call  them? 

Mr.  Altman.  Do  you  know? 

Mr.  Donnelly.  You  say  it's  not  a  significant  number? 
Dr.  Young.  We  looked  at  this  2  years  ago  and  are  going  to 
update  it. 

Trauma,  in  terms  of  major  trauma,  is  not  a  big  business  for  Med- 
icare, the  kinds  of  major  trauma,  like  gunshot  wounds  and  stab- 
bings  and  really  severe  automobile  accidents.  Much  of  the  trauma 
in  Medicare  is  falling,  broken  hips,  lacerations,  things  along  that 
line.  So  the  Medicare  program's  experience  in  terms  of  major  forms 
of  trauma  is  much  smaller  than  the  incidence  in  the  general  popu- 
lation. 
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Mr.  Donnelly.  For  example,  if  an  elderly  individual  falls,  breaks 
their  hip,  they  are  admitted  through  an  emergency  room. 

Dr.  Young.  That's  correct.  They  are  admitted  through  the  emer- 
gency room,  and  there  is  a  lot  of  variation  across  that. 

Mr.  Donnelly.  That  is  why  I  am  surprised  that,  as  I  think  the 
staff  told  me,  5  percent,  it's  so  low.  Only  5  percent  of  our  benefici- 
aries are  admitted  to  hospitals  through  emergency  rooms? 

Dr.  Young.  No.  It  depends  on  if  you  are  simply  defining  the 
route  of  admission.  That  is  through  the  emergency  room.  It  is  a 
much  larger  percentage  as  the  route  of  admission. 

Mr.  Donnelly.  Right. 

Dr.  Young.  But  as  major  site  of  care  delivery,  stabilization  and 
costs,  it  is  very  small. 

Mr.  Donnelly.  OK.  And  we  have  a  difference  of  definition  here 
between  emergency  room  and  trauma  center. 

Dr.  Young.  Absolutely. 

Mr.  Donnelly.  But  in  reality,  from  where  we  come  from,  our 
trauma  centers  are  emergency  rooms,  and  in  many  instances  a 
good  percentage  of  the  patients  admitted  to  the  facility  will  come 
through  the  emergency  room,  at  least  from  in  Massachusetts;  cor- 
rect? 

Dr.  Young.  That  is  my  sense  as  well;  30  percent  or  so  is  an  aver- 
age figure. 

Mr.  Donnelly.  Thirty  percent  would  be  admitted  through  an 
emergency  room? 

Dr.  Young.  Through  an  emergency  room,  not  trauma  center. 

Mr.  Donnelly.  Right.  Not  through  trauma  centers.  So  maybe  we 
better  get  some  better  definitions  on  trauma  centers  and  emergen- 
cy rooms  because  we  don't  have  trauma  centers  up  in  our  end  of 
the  country.  They're  emergency  rooms,  whereas  the  New  York  and 
California  situation  is  different. 

Mr.  Altman.  Mr.  Chairman,  let  me  just  tell  you  this  issue  about 
cost  accounting  is  right  on  from  our  perception.  It  is  sort  the  dull 
side  of  things  that  you  tend  to  brush  under  the  table  and  tend  to 
look  at  these  numbers  like  they're  real.  But  as  you  pointed  out, 
they  are  not  always  real. 

As  a  result  of  that,  we  have  launched  an  18-month  extensive 
study  into  this  area.  We  have  contracted  with  a  number  of  experts 
in  this  field,  and  then  we  are  putting  together  a  panel  to  review 
this  material.  So  we  are  about  6  months  into  that  study.  And  as 
soon  as  there  is  something  that  makes  sense,  I  will  share  it,  of 
course,  with  your  staff  as  well  as  bring  it  to  the  committee. 

Chairman  Stark.  Thank  you. 

I  have  just  one  other  question  and  I  rather  suspect  that  your 
answer  will  be  that  I  have  been  wrong  all  these  years,  but  I  would 
rather  hear  it  from  you. 

While  occupancy  is  certainly  not  the  only  measure  of  a  hospital's 
efficiency,  there  seems  to  be  some  relationship  between  hospitals 
whose  expansion  has  been  controlled,  as  in  New  York,  and  hospi- 
tals whose  expansion  has  been  uncontrolled  for  some  time,  as  in 
California.  If  you  want  to  come  back  to  me  later  with  these  num- 
bers, I  welcome  you.  I  have  used  numbers  loosely  to  suggest  that 
New  York's  overall  occupancy  is  in  the  high  nineties  which  would 
indicate  that  they  have  more  demand  for  capital  expansion  of  their 
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facilities.  California's  occupancy  is  in  the  low  fifties.  Arguably  both 
States  have  rural,  urban  and  inner-city  hospitals,  as  well  as  good 
teaching  hospitals,  so  that  it  would  be  difficult  to  make  a  case  that 
one  State  has  more  or  less  access  or  quality  than  the  other  has  on 
average. 

What  I  do  hear  is  that  the  costs  per  admission  is  twice  as  high  in 
California— and  that  is  a  rough  estimate — as  it  is  in  New  York. 
Therefore,  my  question  is:  How  much  of  that  can  be  related  just  to 
the  habits  and  type  of  practice,  and  how  much  of  that  difference 
can  you  attribute  to  the  fact  that  for  better  or  worse  New  York's 
expansion  has  been  held  down  by  a  State  planning  operation?  I  am 
not  sure  that  the  result  in  New  York  is  bad,  but  is  that  a  useful 
comparison,  or  is  that  just  random  or  happenstance? 

Mr.  Altman.  There  is  no  question  that  New  York's  regulatory 
environment  is,  has  been,  and  continues  to  be,  the  stiffest  in  the 
Nation  and  has  held  down  both  their  rate  of  growth  of  new  facili- 
ties as  well  as  the  size.  In  fact  it  has  cut  back  their  hospital  system 
more  than  I  think  any  other  State,  and  therefore  has  generated 
these  high  occupancy  rates  to  point  that  people  feel  they  are  too 
restricted  and  that  you  have  medical  gridlock,  particularly  in 
inner-city  New  York. 

Chairman  Stark.  Right. 

Mr.  Altman.  On  the  other  hand,  California  has  had  much  more 
of  a  wide  open,  build  as  you  will  environment.  But  I  think  you  hit 
upon  something  that  I  was  referring  to.  I  think,  rather  than  just 
going  to  an  occupancy  number,  we  need  to  construct  a  variable 
which  combines  occupancy  with  other  costs — that  is  what  I  was  re- 
ferring to— because  ultimately,  as  I  pointed  out,  the  DRG  system  is 
very  tough  on  the  operating  side.  If  a  hospital  builds  a  new  facility, 
even  if  you  pay  for  all  of  it  on  the  capital  side  and  then  it  only  is 
able  to  occupy  50  percent  of  that  new  facility,  it's  going  to  go  broke. 

So,  unlike  the  old  days  of  cost-based  reimbursement,  you  do  have 
a  tough  negative  incentive  for  bad  planning  without  worrying 
about  tying  capital  to  utilization. 

Chairman  Stark.  It  is  going  to  go  broke.  What  I  see  happening 
in  my  district  is  

Mr.  Altman.  Unless  they  can  pass  the  cost  onto  somebody  else. 

Chairman  Stark.  Or  unless  they  cherry-pick.  So  the  brandnew 
facility  out  in  San  Ramon  has  got  state-of-the-art  obstetrics  and  it's 
got  substance  abuse  happyland  for  teenagers  who  are  difficult  to 
control  at  home  and,  my  God,  it's  got  campuses  for  this  and  cam- 
puses for  that — and  no  emergency  room. 

What  happens  to  my  inner-city  hospital  which  the  county  tax- 
payers pay  for?  It's  now  running  on  a  10-percent  occupancy  and  it 
doesn't  get  any  of  these  fancy  fees  for  MRI's  or  the  diagnostic  labs 
or  the  health  and  sports  medicine  dudes.  So  what  these  guys  are 
doing  is  running  huge  margins  on  the  high-profit  stuff  and  not 
really  putting  back  anything  into  the  community  in  terms  of  what 
it  needs  for  uncompensated  care,  charity  care,  and  the  rest. 

Yes,  they  would  go  broke  if  they  had  their  fair  share  of  case  mix 
or  they  had  any  responsibility  to  perform  community  services.  This 
is  on  a  very  localized  level.  The  county  hospital  can't  go  broke.  I 
mean  it's  stuck.  They're  at  the  bottom  of  the  pile  and  it  can't  get 
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out  from  under.  It's  the  hospitals  who  abandon  the  city,  move  to 
the  suburbs,  take  the  high-profit  stuff  that  cause  the  problem. 

Mr.  Altman.  I  think  you  have  drawn  a  very  dramatic  example  of 
a  real  problem  which  is  getting  worse.  And  in  terms  of  the  winners 
and  losers  in  our  system  and  the  ones  that  we  are  concerned  about, 
there  is  no  question,  are  the  losers. 

Chairman  Stark.  Well,  we  will  see  if  we  can't  even  it  out  a  little 
bit  with  your  help.  Thanks  a  lot. 

Mr.  Altman.  Thank  you,  Mr.  Chairman. 

Chairman  Stark.  It  will  be  the  Chair's  intention  to  work  on 
through  until  we  complete  our  hearing. 

Our  next  witness  is  Dr.  Gail  Wilensky,  the  new  Administrator  of 
the  Health  Care  Financing  Administration.  She  is  known  to  most 
of  the  members  of  the  committee  for  both  her  academic  work  and 
consulting  work  and  has  been  with  us  many  times,  but  this  is  the 
first  time  that  she  has  ever  been  on  the  same  payroll  we  have  been 
on.  [Laughter.] 

So  it  is  really  with  a  great  deal  of  pleasure  that  I  welcome  her 
here. 

It  is  with  no  prejudice,  Gail,  that  we  will,  as  members,  begin  to 
inquire  of  you  and  will  begin  to  run  the  light  so  that  we  do  finish 
sometime  today,  at  least  by  the  time  the  Pepper  Commission  meets 
this  afternoon.  You  may  proceed  to  enlighten  us  and  explain  the  $5 
billion  in  cuts  that  the  administration  recommends  and  see  if  we 
can't  resolve  that  budget  problem  today.  Welcome  to  the  commit- 
tee. 

STATEMENT  OF  GAIL  R.  WILENSKY,  PH.D.,  ADMINISTRATOR, 
HEALTH  CARE  FINANCING  ADMINISTRATION,  U.S.  DEPART- 
MENT OF  HEALTH  AND  HUMAN  SERVICES 

Ms.  Wilensky.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  be  here  today  to  discuss  the  administration's 
1991  budget  proposals  for  Medicare  payments  to  hospitals  and  to 
describe  our  activities  to  promote  policies  that  enhance  access  to 
high-quality  health  care,  in  part  through  an  efficient  delivery  of 
health  care  to  our  Nation's  hospitals. 

As  I  begin  my  tenure  as  administrator  of  the  Health  Care  Fi- 
nancing Administration,  I  would  like  to  express  my  commitment  to 
work  with  the  members  of  this  committee,  with  representatives  of 
the  beneficiary  population,  and  with  providers  of  health  care  serv- 
ices on  developing  new  strategies  to  ensure  access  to  high-quality, 
affordable  care  for  our  Nation's  poor,  elderly,  and  disabled. 

Inpatient  hospital  care  continues  to  be  the  major  Medicare  bene- 
fit in  terms  of  expenditures.  In  fiscal  year  1989,  over  $52  billion, 
more  than  half  of  the  total  Medicare  budget,  was  spent  on  inpa- 
tient hospital  care.  We  project  this  amount  will  increase  to  over 
$56  billion  in  1990,  an  8-percent  jump.  Medicare  pays  for  about 
one-quarter  of  the  hospital  care  in  the  country,  but  a  program  of 
this  magnitude  and  importance  warrants  careful  oversight  by  the 
administration,  the  Congress,  and  the  Prospective  Payment  Assess- 
ment Commission. 

I  would  like  to  point  out,  however,  the  problems  facing  our  Na- 
tion's rural  and  urban  hospitals  cannot  and  should  not  be  the  sole 
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responsibility  of  the  Medicare  program  to  solve.  Medicare  cannot 
afford  to  shore  up  a  hospital  industry  burdened  with  substantial 
overcapacity.  The  Nation's  hospitals  as  a  whole  are  experiencing 
an  occupancy  rate  of  60  to  65  percent.  However,  the  average  hospi- 
tal experienced  an  occupancy  of  47  percent  in  fiscal  year  1988,  the 
fifth  year  of  PPS. 

The  hospital  industry  must  find  creative  ways  to  deliver  care  if 
this  system  is  to  remain  viable.  The  relevant  question  to  ask  our- 
selves is  whether  the  resources  spent  under  PPS  are  sufficient  to 
provide  quality  health  care  to  our  Nation's  elderly  with  certain 
types  of  illnesses.  We  should  not  accept  today's  configuration  of  the 
industry  as  a  given.  If  the  structure  is  dysfunctional,  then  Medi- 
care spending  should  not  be  expected  to  maintain  it. 

The  President's  fiscal  year  1991  budget  includes  several  propos- 
als to  reduce  the  growth  in  spending  and  to  continue  to  promote 
Medicare  as  a  prudent  and  responsible  purchaser  of  hospital  care. 

We  are  proposing  a  fiscal  year  1991  update  to  the  payment  rates 
of  4.1  percent.  This  is  equal  to  the  hospital  market  basket  rate  of 
increase  minus  1.5  percentage  points.  We  will  make  our  final  rec- 
ommendation on  the  fiscal  year  1991  update  closer  to  the  beginning 
of  the  new  Federal  fiscal  year,  based  on  our  analysis  of  the  latest 
estimates  of  all  relevant  factors,  including  ProPAC's  recommenda- 
tion. 

We  are  also  proposing  reductions  in  payments  to  hospitals  for 
teaching  programs  and  capital  investment.  On  the  latter  point,  let 
me  emphasize  the  need  to  incorporate  Medicare  capital  payments 
into  the  PPS  rate.  This  action  can  best  provide  the  appropriate  in- 
centives for  hospitals  to  make  well-considered  choices  on  their  cap- 
ital program. 

We  intend  to  meet  the  congressional  directive  to  incorporate  cap- 
ital into  PPS  payments  in  fiscal  year  1992.  However,  we  recognize 
this  is  a  sensitive  issue  for  hospitals.  To  be  responsive  to  hospitals' 
concerns  and  because  of  the  importance  we  attach  to  this  issue,  we 
plan  to  publish  a  proposed  rule  for  folding  capital  into  PPS  pay- 
ment later  this  year.  This  will  allow  sufficient  time  for  full  public 
and  provider  comment  in  the  development  of  the  final  regulation. 

We  agree  with  Congress  that  it  is  inappropriate  to  fully  reim- 
burse hospitals  for  their  capital  costs.  Until  we  move  to  prospective 
payment  for  capital,  we  believe  the  current  15-percent  reduction  in 
capital  payments  should  be  maintained  for  rural  hospitals  and  in- 
creased to  25  percent  for  urban  hospitals.  This  increased  reduction 
is  necessary  to  maintain  an  incentive  to  restrain  capital  outlays 
which  are  paid  on  a  cost  basis  and  which  have  been  growing  at  an 
average  annual  rate  of  12  percent.  We  cannot  afford  to  allow  these 
reductions  in  cost-based  reimbursement  to  expire  during  the  transi- 
tion to  prospective  capital  payments. 

The  administration  is  also  recommending  a  reduction  in  pay- 
ments to  teaching  hospitals.  Throughout  the  history  of  PPS,  teach- 
ing hospitals  have  experienced  the  highest  Medicare  profit  margins 
of  any  group  of  hospitals.  Hospitals  with  large  teaching  programs 
have  had  average  Medicare  profit  margins  of  over  16  percent  in  the 
fifth  year  of  PPS  compared  to  the  average  profit  margin  for  all  hos- 
pitals of  2.4  percent. 
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HCFA  is  not  alone  in  recommending  reductions  in  payments  to 
teaching  hospitals.  Studies  conducted  by  HCFA,  the  Congressional 
Budget  Office,  the  General  Accounting  Office,  and  ProPAC  suggest 
that  Medicare  payments  for  indirect  medical  education  are  inflat- 
ed. 

With  respect  to  Medicare  payments  for  the  education  of  interns 
and  residents,  we  are  proposing  a  lesser  reduction  in  the  graduate 
medical  education  payment  to — 4.5  percent — than  others  have  rec- 
ommended. Our  proposal  would  provide  a  uniform  payment 
amount  per  resident  for  all  hospitals.  It  would  also  encourage  the 
training  of  primary  care  residents,  which  could  have  a  positive 
effect  on  access  to  care  in  the  long  term. 

Our  fiscal  year  1991  proposals  for  the  indirect  medical  education 
adjustment  and  the  graduate  medical  education  payment  would 
reduce  payments  to  teaching  hospitals  by  about  5  percent.  Ade- 
quate compensation  would  be  made  for  the  cost  of  training  interns 
and  residents,  but  excessive  payments  would  be  eliminated. 

Over  the  past  several  years,  both  the  administration  and  Con- 
gress have  worked  to  provide  special  treatment  to  our  most  vulner- 
able hospitals.  These  provisions  have  helped  improve  the  financial 
picture  for  these  hospitals,  but  more  remains  to  be  done.  This  is 
particularly  true  in  rural  areas,  where  it  is  critical  to  preserve 
access  to  basic  health  care  services. 

We  recognize  we  may  need  a  broader  approach  to  refining  PPS. 
Our  research  activities  include  several  studies  to  more  precisely 
measure  the  severity  of  illness  of  hospital  patients.  A  recently  com- 
pleted study  by  Yale  University  produced  such  a  refined  DRG 
system,  which  may  predict  hospital  resource  use  more  accurately. 
We  are  currently  evaluating  the  potential  of  this  new  system  as 
well  as  other  approaches. 

These  refinements  may  provide  us  with  the  information  neces- 
sary to  eliminate  the  urban-rural  payment  differential.  We  will  be 
reporting  to  Congress  on  our  recommendations  by  October  1,  1990. 

We  are  also  working  to  implement  several  recently  enacted  pro- 
visions that  are  specifically  directed  to  explore  new  ways  to  meet 
rural  needs. 

In  conclusion,  Mr.  Chairman,  I  would  like  to  close  my  statement 
by  focusing  our  attention  on  the  33  million  beneficiaries  who  rely 
on  Medicare.  We  must  not  lose  sight  of  our  mission  to  preserve  a 
strong  Medicare  program  for  them.  I  know  that  the  members  of 
this  committee  share  my  goal  of  ensuring  that  access,  quality,  and 
value  be  the  solid  foundation  on  which  budget  deliberations  are 
based  as  we  seek  to  refine  the  current  Medicare  system. 

Thank  you.  I  would  be  happy  to  answer  any  questions  you  may 
have. 

[The  statement  of  Ms.  Wilensky  follows:] 
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STATEMENT  OF 

GAIL  R.  WXLENSKY,  Ph.D. 
ADMIMISTRATOR 
HEALTH  CARE  FINANCING  ADMXHX8TRATIOM 

I  am  pleased  to  be  here  today  to  discuss  the  Administration's 
FY  1991  budget  proposals  for  Medicare  payments  to  hospitals,  and 
to  describe  our  activities  to  promote  policies  that  enhance 
access  to  high  quality  health  care,  in  part,  through  an  efficient 
delivery  of  health  care  in  our  nation's  hospitals. 

As  I  begin  my  tenure  as  Administrator  of  the  Health  Care 
Financing  Administration,  I  want  to  express  my  commitment  to  work 
with  the  members  of  this  Committee,  with  representatives  of  the 
beneficiary  population,  and  with  providers  of  health  care 
services  on  developing  new  strategies  to  ensure  access  to  high- 
quality,  affordable  care  for  our  nation's  poor,  elderly,  and 
disabled. 

BACKGROUND 

Inpatient  hospital  care  continues  to  be  the  major  Medicare 
benefit  in  terms  of  expenditures.     In  FY  1989,  over  $52  billion 
—  more  than  half  of  the  total  Medicare  budget  —  was  spent  on 
inpatient  hospital  care.    We  project  this  amount  will  increase  to 
over  $56  billion  in  1990,  an  8  percent  jump  above  last  year's 
spending.    Medicare  pays  for  about  one  quarter  of  the  hospital 
care  in  this  country.     But,  a  program  of  this  magnitude  and 
importance  warrants  careful  oversight  by  the  Administration,  the 
Congress,  and  the  Prospective  Payment  Assessment  Commission. 

I  would  point  out,  however,  that  the  problems  facing  our  nation's 
rural  and  urban  hospitals  cannot  and  should  not  be  the  sole 
responsibility  of  the  Medicare  program  to  resolve.  Medicare 
cannot  afford  to  shore  up  a  hospital  industry  burdened  with 
substantial  overcapacity.    The  nation's  hospitals,  as  a  whole, 
are  experiencing  an  occupancy  rate  of  60-65  percent.  However, 
the  average  hospital  experienced  an  occupancy  rate  of  47  percent 
in  FY  1988,  the  fifth  year  of  PPS. 

The  hospital  industry  must  find  creative  ways  to  deliver  care  if 
the  system  is  to  remain  viable.    The  relevant  question  to  ask 
ourselves  is  whether  the  resources  spent  under  PPS  are  sufficient 
to  provide  quality  health  care  to  our  nation's  elderly  with 
certain  types  of  illnesses.    We  should  not  accept  today's 
configuration  of  the  industry  as  a  given.     If  this  structure  is 
dysfunctional,  then  Medicare  spending  should  not  be  expected  to 
maintain  it. 

FY  1991  BUDGET  PROPOSALS 

The  Prospective  Payment  System  was  designed  to  provide  positive 
incentives  for  hospitals  to  improve  efficiency  and  contain 
escalating  hospital  expenditures.    Since  the  implementation  of 
PPS  in  1983,  the  program  has  been  successful  in  meeting  that 
primary  goal.    Although  much  has  been  accomplished,  however, 
there  remain  certain  areas  of  spending  that  must  be  brought  under 
tighter  rein.     The  President's  FY  1991  budget  includes  several 
proposals  to  reduce  the  growth  in  spending  and  continue  to 
promote  Medicare  as  a  prudent  and  responsible  purchaser  of 
hospital  care. 

We  are  proposing  an  average  FY  1991  update  to  the  payment  rates 
of  4.1  percent.    This  is  equal  to  the  hospital  market  basket  rate 
of  increase  (projected  in  the  budget  at  5.6  percent)  minus  1.5 
percentage  points.    Because  of  the  significant  changes  to  PPS 
payments  resulting  from  enactment  of  the  Omnibus  Budget 
Reconciliation  Bill  of  1989,  we  are  deferring  a  specific 
recommendation  with  respect  to  a  differential  update  for 
hospitals  in  rural  areas,  large  urban  areas,  and  other  urban 
areas  until  we  can  assess  better  the  impact  of  those  changes  on 
these  groups  of  hospitals. 

Our  recommendation  for  the  updates  is  contingent  upon  current 
projections  of  relevant  data.    We  also  need  to  evaluate  fully  the 
recommendations  of  the  Prospective  Payment  Assessment  Commission. 
We  will  make  our  final  recommendation  on  the  FY  1991  update 
closer  to  the  beginning  of  the  new  Federal  fiscal  year,  based  on 
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our  analysis  of  the  latest  estimates  of  all  relevant  factors, 
including  ProPAC's  recommendations. 

We  are  also  proposing  reductions  in  payments  to  hospitals  for 
teaching  programs  and  capital  investments.     On  this  latter  point, 
let  me  emphasize  the  need  to  incorporate  Medicare  capital 
payments  into  the  PPS  rate.    This  action  can  best  provide  the 
appropriate  incentives  for  hospitals  to  make  well-considered 
choices  on  their  capital  programs. 

We  intend  to  meet  the  congressional  directive  to  incorporate 
capital  into  PPS  payments  in  FY  1992.    However,  we  recognize  that 
this  is  a  sensitive  issue  for  hospitals.     To  be  responsive  to 
hospitals'  concerns,  and  because  of  the  importance  we  attach  to 
this  issue,  we  plan  to  publish  a  proposed  rule  for  folding 
capital  into  PPS  payment  later  this  year.     This  will  allow 
sufficient  time  for  full  public  and  provider  comment  in  the 
development  of  the  final  regulation. 

We  agree  with  Congress  that  it  is  inappropriate  to  fully 
reimburse  hospitals  for  their  capital  costs.    Until  we  move  to 
prospective  payment  for  capital,  we  believe  that  the  current  15 
percent  reduction  in  capital  payments  should  be  maintained  for 
rural  hospitals  and  increased  to  25  percent  for  urban  hospitals. 
This  increased  reduction  is  necessary  to  maintain  an  incentive  to 
restrain  capital  outlays,  which  are  paid  on  a  cost  basis,  and 
which  have  been  growing  at  an  average  annual  rate  of  12  percent. 
We  cannot  afford  to  allow  these  reductions  in  cost-reimbursed 
capital  payments  to  expire  during  the  transition.  Once 
prospective  capital  payments  are  implemented,  the  need  for 
reductions  of  this  nature  becomes  unnecessary.     Under  our 
proposal,  sole  community  hospitals  would  continue  to  be  exempt 
from  capital  reductions. 

The  Administration  is  also  recommending  a  reduction  in  payments 
to  teaching  hospitals.     Throughout  the  history  of  PPS,  teaching 
hospitals  have  experienced  the  highest  Medicare  profit  margins  of 
any  group  of  hospitals.    Hospitals  with  large  teaching  programs 
had  average  Medicare  profit  margins  of  over  16  percent  in  the 
fifth  year  of  PPS,  compared  to  the  average  profit  margin  for  all 
hospitals  of  2.4  percent. 

HCFA  is  not  alone  in  recommending  reductions  in  payments  to 
teaching  hospitals.     Studies  conducted  by  HCFA,  the  Congressional 
Budget  Office,  the  General  Accounting  Office,  and  ProPAC  suggest 
that  Medicare  payments  for  indirect  medical  education  are 
inflated.      With  respect  to  Medicare  payments  for  the  education 
of  interns  and  residents,  we  are  proposing  a  lesser  reduction  in 
the  graduate  medical  education  payment  —  to  4.05  percent  — 
than  others  have  recommended.     Our  proposal  would  provide  a 
uniform  payment  amount  per  resident  for  all  hospitals.     It  would 
also  encourage  the  training  of  primary  care  residents  which  could 
have  a  positive  effect  on  access  to  care  in  the  long  term. 

Our  FY  1991  proposals  for  the  indirect  medical  education 
adjustment  and  the  graduate  medical  education  payment  would 
reduce  payments  to  teaching  hospitals  by  about  5  percent. 
Adequate  compensation  would  be  made  for  the  costs  of  training 
interns  and  residents,  but  excessive  payments  would  be 
eliminated. 

THE  FUTURE  OF  PP8 

The  evolution  of  the  prospective  payment  system  has  presented  us 
with  significant  challenges.    Hospitals  have  experienced 
declining  admissions  and  occupancy  rates  and  some  report 
increased  costs  for  uncompensated  care.    As  a  result,  many  rural 
hospitals  and  some  inner-city  hospitals  are  facing  financial 
stress. 

Over  the  past  several  years,  both  the  Administration  and  Congress 
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have  worked  to  provide  special  treatment  for  our  most  vulnerable 
hospitals.     These  provisions  have  helped  improve  the  financial 
picture  for  these  hospitals,  but  more  remains  to  be  done.  This 
is  particularly  true  in  rural  areas  where  it  is  critical  to 
preserve  access  to  basic  health  care  services.    We  have 
implemented  a  number  of  measures  to  assist  rural  health  care 
providers.     For  example,  our  FY  1990  PPS  regulation  liberalized 
the  requirements  to  qualify  as  a  sole  community  hospital  and  made 
it  easier  for  these  hospitals  to  obtain  other  payment 
adjustments. 

We  recognize  that  we  may  need  a  broader  approach  to  refining  PPS. 
Our  research  activities  include  several  studies  to  more  precisely 
measure  the  severity  of  illness  of  hospital  patients.  For 
example,  a  recently  completed  study  by  Yale  University  produced 
such  a  refined  DRG  system  which  may  predict  hospital  resource  use 
more  accurately.    We  are  currently  evaluating  the  potential  of 
this  new  system  as  well  as  other  approaches  currently  being 
studied  that  could  lead  to  DRG  refinements. 

These  refinements  may  provide  us  with  the  information  necessary 
to  eliminate  the  "urban/ rural  differential"  through  a  single, 
standardized  national  payment  rate.    As  directed  by  Congress,  we 
are  now  developing  our  recommendations  on  and  analyzing  the 
impact  of  using  a  single  rate  on  various  groups  of  hospitals.  We 
expect  our  legislative  recommendations  will  be  forwarded  to 
Congress  by  October  1,  1990. 

We  are  also  working  to  implement  several  recently  enacted 
provisions  that  are  specifically  directed  to  exploring  new  ways 
to  meet  rural  needs. 

o    In  1989,  we  awarded  184  rural  health  transition  grants 

totaling  $8.2  million.    We  will  be  expanding  the  rural  health 
transition  grant  program    with  the  $17.8  million  appropriated 
for  FY  1990.    We  hope  this  will  provide  an  added  impetus  for 
rural  hospitals  and  their  communities  to  modify  their  health 
care  services  to  adjust  to  market  conditions.     We  have 
notified  the  Governors  and  hospitals  of  the  availability  of 
the  grant  funding  for  FY  1990. 

o    We  are  developing  specific  procedures  to  implement  a  grant 
program  for  States  and  rural  hospitals  that  will  foster  a 
comprehensive  approach  to  realigning  health  care  services  in 
rural  areas.    We  hope  these  grants  will  promote  the 
establishment  of  regionalized,  rural  health  plans;  the 
development  of  rural  health  networks;  and  the  establishment  of 
essential  access  community  hospitals  and  rural  primary  care 
hospitals.    Our  activities  now  are  to  plan  the  system  and  work 
out  technical  issues  so  that  we  can  put  this  grant  program  in 
place  once  funding  is  appropriated. 

CONCLUSION 

Mr.  Chairman,  I  want  to  close  my  statement  by  focusing  our 
attention  on  the  33  million  beneficiaries  who  rely  on  Medicare. 
We  must  not  lose  sight  of  our  mission  to  preserve  a  strong 
Medicare  program  for  them.     I  know  that  the  Members  of  this 
Committee  share  my  goal  of  ensuring  that  access,  quality,  and 
value  be  the  solid  foundation  on  which  budget  deliberations  are 
based  as  we  seek  to  refine  the  current  Medicare  system. 

Thank  you.     I  will  be  happy  to  answer  any  questions  you  may  have. 
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Chairman  Stark.  Thank  you. 
Mr.  Cardin. 

Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

Gail,  it  is  certainly  a  pleasure  to  see  you  before  our  committee. 
Ms.  Wilensky.  Thank  you. 

Mr.  Cardin.  We  look  forward  to  working  with  you. 

I  am  intrigued  by  your  statement  in  the  first  page  where  you  say 
that,  "The  problems  facing  our  Nation's  rural  and  urban  hospitals 
cannot  and  should  not  be  the  sole  responsibility  of  the  Medicare 
program  to  resolve." 

Obviously,  I  think  every  member  of  this  committee  will  agree 
with  you. 

I  am  curious,  particularly  dealing  with  the  urban  hospitals,  as  to 
what  you  may  know  that  we  don't  know  as  to  who  is  coming  to  the 
rescue  of  these  institutions.  You  have  heard  prior  testimony  to  the 
effect  that  although  the  Medicare  margins  look  favorable  for  teach- 
ing hospitals,  overall  margins  are  not  very  favorable  because  of  the 
high  number  of  patients  that  go  to  these  institutions  that  are  AIDS 
victims  or  uninsured  people  or  poor  people  who  don't  have  benefits. 

I  wonder  if  this  committee  were  to  adopt  the  administration's 
recommendation,  and  take  the  margins  down  to  where  there  is  vir- 
tually no  profit  at  all,  where  are  we  going  to  be  in  providing  re- 
sources for  people  who  have  very  little  option  as  to  where  they  are 
going  to  receive  their  care? 

I  understand  that  it  is  not  Medicare's  responsibility  solely,  but  it 
is  certainly  a  responsibility  of  Medicare  along  with  all  other  health 
care  payers  to  help  contribute  to  the  solution  of  this  problem.  It 
seems  to  me,  at  least  in  this  recommendation,  you  are  going  to  a 
real  extreme.  I  would  welcome  your  comments. 

Ms.  Wilensky.  Well,  thank  you,  Mr.  Cardin. 

We  have  not  had  a  chance  to  review  the  ProPAC  report.  I  had 
heard,  in  the  last  few  days,  that  they  were  going  to  be  reporting 
that  the  overall  picture  for  teaching  hospitals,  particularly  urban 
teaching  hospitals,  is  substantially  different  from  what  the  Medi- 
care-alone picture  looks  like.  And  I  think  that  we  certainly  would 
like  to  review  the  ProPAC  report  to  better  understand  the  causes 
for  that  very  large  difference. 

As  Stuart  had  indicated,  the  Medicare  profit  margins  in  urban 
teaching  hospitals,  for  example,  are  substantially  higher  than  for 
any  other  single  type  of  hospital.  And  it  is  our  position  that,  in 
looking  at  the  impact  of  Medicare,  it  is  important  to  keep  in  mind 
the  relative  contribution  that  Medicare  is  making  to  these  institu- 
tions. 

To  the  extent  that  there  are  other  problems  in  our  health  care 
system  that  are  contributing  to  difficulties  these  hospitals  face, 
then  I  think  we  have  to  try  to  address  those  one  at  a  time.  We 
need  to  make  sure  that  the  academic  health  centers  and  others  are 
doing  what  is  reasonable  for  our  country.  I  know  there  have  been, 
in  the  last  several  years  several  studies  that  have  focused  particu- 
larly on  the  academic  health  centers  and  whether  their  roles  need 
to  be  redefined.  And  that  is  clearly  an  area  that  is  much  bigger 
than  we  will  get  into  today.  But  I  think  that  is  a  legitimate  ques- 
tion. 
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There  is  also  the  issue  that  was  raised  previously  of  individuals 
who  are  uninsured  and  coming  into  the  health  care  system,  and 
what  impact  that  is  having.  As  you  well  know,  there  are  several 
groups  who  are  trying  to  study  that  issue  and  to  come  up  with  rea- 
sonable strategies.  The  Pepper  Commission,  with  which  several 
members  here  are  involved,  as  well  as  the  Advisory  Council  for 
Social  Security  and  an  internal  HHS  task  force. 

So  I  agree  that  there  are  problems  and  they  are  problems  I  hope 
will  be  addressed.  But  I  do  think  it  is  a  reasonable  statement  to  say 
that  we  cannot  look  to  the  Medicare  program,  which  has  its  own 
problems  of  financial  viability,  and  expect  Medicare  to  shore  up  the 
system.  And  I  think  that  is  one  area  where  Medicare  seems  to  be 
playing  a  rather  strong  role. 

Mr.  Cardin.  I  appreciate  that  response,  and  I  welcome  your  invi- 
tation to  revisit  some  of  these  issues  as  we  look  for  the  appropriate 
balance  between  the  Medicare  reimbursement  system  and  the  over- 
all health  care  system. 

I  would  argue  that  the  recommendations  that  have  come  forth 
from  the  administration,  whether  it's  the  teaching  hospitals  or 
whether  it's  the  capital  proposal  that  you  are  making,  they  all 
seem  overly  harsh  on  uncompensated  care.  I  would  welcome  your 
looking  to  see  whether  we  can't  revisit  the  issue  of  the  uncompen- 
sated care  as  it  relates  to  Medicare  reimbursement  with  hospitals 
to  come  up  with  a  more  rational  plan. 

Ms.  Wilensky.  I  would  be  glad  to  do  that. 

Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

Chairman  Stark.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

It  is  a  pleasure  to  have  you  testify  before  the  committee  Dr.  Wi- 
lensky. 

What  would  you  say  is  the  occupancy  rate  that  the  hospital  in- 
dustry ought  to  be  able  to  meet?  In  manufacturing,  I  have  a  gener- 
al idea  and  there  are  generally  accepted  statistics  as  to  what 
should  be  capacity  utilization  that  indicate  that  we  are  utilizing 
our  manufacturing  capacity  well.  What  is  that  percentage  that  you 
think  we  ought  to  be  able  to  achieve  in  the  area  of  occupancy  rate? 

Ms.  Wilensky.  Well,  the  next  panel  has  people  who  are  much 
greater  experts  in  that  area. 

My  recollection  of  what  had  been  a  number  in  the  past  as  being, 
if  not  maximum  efficiency  and  a  good  operating  rate  without  get- 
ting into  overcapacity,  peak  loading  problems,  was  around  85-88 
percent.  Again  I  think  that  the  people  from  the  hospital  industry 
can  tell  you  whether  85  to  90  percent  is  the  desirable  average  or 
not  in  terms  of  efficient  operation. 

Mrs.  Johnson.  In  your  estimation,  should  we  differentiate  be- 
tween single-room  hospitals  and  non-single-room  hospitals  in  look- 
ing at  occupancy  rates  as  a  measure  of  efficiency? 

Ms.  Wilensky.  Well,  I  don't  know  that  such  a  differentiation 
would  be  a  good  indicator  of  efficiency.  The  numbers  that  I  just 
gave  suggest  that  one  of  the  reasons  we  are  having  problems  today 
is  that  we  know  we  have  an  industry  that  has  very  substantial 
overcapacity.  There  are  a  whole  lot  of  reasons  why  you  may  want 
to  have  some  hospitals  continue  in  existence  that  are  not  at  opti- 
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community  providers  or  whatever. 

But  my  sense  about  what  is  the  best  operating  position  for  a  hos- 
pital to  be  in  is  to  have  an  occupancy  rate  around  85  to  90  percent. 
If  you're  not  there,  it's  saying  if  you  are  substantially  outside  those 
boundaries,  you  are  probably  going  to  be  finding  yourself  in  some 
trouble.  If  you're  way  low  you're  going  to  be  finding  yourself  in 
some  trouble.  And  there  is  some  indication  that  if  you  are  95  to  98 
percent  of  capacity,  you  not  only  don't  have  a  lot  of  excess  capacity 
to  handle  the  unexpected,  but  in  fact  your  costs  are  higher  on  aver- 
age. 

Mrs.  Johnson.  I  am  keenly  disappointed  that  in  your  testimony 
that  you  would  make  recommendations  that  were  so  dramatic  in 
the  capital  reimbursement  area,  with  so  little  detail  on  the  issue  of 
capacity,  with  statements  like,  "47  percent  of  occupancy  nation- 
wide." That  may  be  true,  but  New  England  States  average  70  per- 
cent. 

Don't  we  need  to  know  what  really  is  going  on  in  terms  of  occu- 
pancy before  we  decide  to  reduce  capital  reimbursement  so  dra- 
matically? Don't  we  need  to  know  what  the  differences  between 
those  who  have  what  the  occupancy  is  using  only  surgical-medical 
beds  versus  other  beds,  and  understand  more  detail  about  these  oc- 
cupancy figures,  because  when  you  link  occupancy  to  different 
types  of  beds,  it  is  a  very  different  figure. 

Eighty-five  percent  is  a  reasonable  measure  to  work  to. 

But  to  base  national  policy  on  the  assumption  that  we  are  now  at 
a  47  percent  occupancy  rate,  knowing  as  little  about  it  or  implying 
as  little  knowledge  about  it  as,  frankly,  your  statements  make, 
really  does  disturb  me. 

There  is  a  big  difference  between  occupancy  possibilities  for  some 
of  the  hospitals  in  the  older  part  of  the  area  that  were  built  to  a 
different  standard.  I  have  seen  this  in  the  VA  system  in  spades. 
Some  of  our  old  VA  hospitals  are  literally  unusable  because  they 
were  built  to  standards,  code  and  other,  that  make  them  absolutely 
inappropriate  for  today's  usage. 

So  I  certainly  strongly  disagree  with  you  on  your  recommenda- 
tions on  capital  reimbursement. 

Ms.  Wilensky.  Mrs.  Johnson,  the  recommendation  of  the  admin- 
istration is  to  fold  capital  into  the  prospective  payment  system  as 
the  best  way  to  account  for  occupancy,  because  in  the  prospective 
payment  system  automatically  accounts  for  differential  occupancy. 

Our  interest  is  in  trying  to  restrain  what  has  been  a  very  rapid 
rate  of  increase  in  capital  expenditures  until  we  get  to  this  point. 
We  are,  as  I  indicated,  not  only  committed  to  having  capital  folded 
in  PPS  fiscal  year  1992  but  also  in  producing  a  regulation  early  so 
that  there  can  be  appropriate  public  discussion. 

The  reason  for  proposing  the  capital  reduction  is  that  capital  ex- 
penditures have  been  increasing  at  about  12  percent  when  hospital 
expenditures  overall  have  been  increasing  at  about  8  percent.  And 
it's  not  surprising,  because  capital  reimbursement  is  still  on  a  cost 
basis. 

Mrs.  Johnson.  My  point  is  not  that  the  problem  doesn't  deserve 
attention  and  shouldn't  be  reflected  in  some  way  in  the  way  we  re- 
imburse. 
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I  disagree  with  approaching  occupancy  in  such  a  very  broad- 
brush  manner  that  reimbursements  will  be  incapable  of  responding 
to  different  situations.  With  such  a  broad-brush  approach  we  will 
provide  low  reimbursement  to  some  of  our  urban  New  England 
hospitals  that  have  people  in  the  hallways  and  we  are  not  going  to 
provide  them  with  the  financial  resources  to  modernize  their  facili- 
ty to  provide  lower  cost  care;  for  example,  in  outpatient  surgery. 

In  other  words,  your  broad-brush  approach  doesn't  differentiate 
between  the  facility  that  is  at  overcapacity  and  must  have  the  re- 
sources to  alter  its  capital  plant  or  expand,  versus  some  other  facil- 
ity that  must  be  well  below  the  47  percent,  if  that's  what  you  say 
the  average  is. 

We  certainly  don't  see  the  47  percent  average  in  urban  areas, 
and  we  certainly  don't  see  it  in  Connecticut,  where  we  have  had  a 
lot  of  pressure  in  occupancy  for  a  long  time.  Making  national 
policy  on  the  basis  of  a  figure  like  that  and  saying  to  everybody 
we're  going  to  treat  you  exactly  the  same  without  regard  to  your 
circumstances  can  lead  to  nothing  but  further  erosion  and  weaken- 
ing of  our  most  burdened  hospitals. 

I  would  urge  that  you  work  with  us  on  a  much  more  refined  and 
indepth  examination  of  this  issue  of  occupancy  rates  because  I  cer- 
tainly cannot  support  your  recommendations  in  your  testimony. 

Thank  you. 

Chairman  Stark.  Thank  you. 
Mr.  Levin. 

Mr.  Levin.  Welcome.  Congratulations. 
Ms.  Wilensky.  Thank  you. 

Mr.  Levin.  I  think  a  lot  of  us  share  the  concern  of  Mrs.  John- 
son— a  number  of  us  have  expressed  it — regarding  the  indirect 
medical  education.  With  capital,  I  think  there  is  a  similar  concern 
that  there  is  a  differential  allowed  rural-urban. 

But  the  occupancy  rate  in  rural  hospitals  is  lower  than  in  urban 
hospitals,  isn't  it? 

Ms.  Wilensky.  Correct. 

Mr.  Levin.  So  how  do  you  rationalize  that? 

Ms.  Wilensky.  Well,  there  are  two  points. 

First,  all  of  these  adjustments  are  imperfections  in  the  PPS. 
Second,  folding  capital  into  the  PPS  by  its  nature  provides  a  strong 
occupancy  adjustment  because  PPS  is  based  on  an  amount  per  ad- 
mission. So  capital  payments  will  automatically  reflect  high  and 
low  hospital  admissions.  And  there  has  been  concern  as  to  how  we 
should  include  capital  in  PPS. 

We  had  considered  looking  at  occupancy  adjustments.  We  had 
concerns  about  doing  that.  The  occupancy  rate  is  a  number  that  is 
subject  to  substantial  gaming.  The  number  that  is  used  will  depend 
on  the  point  the  day  that  you  establish  the  occupancy  rate.  It  is 
subject  to  a  lot  of  fluctuation. 

For  example,  the  number  depends  frequently  on  the  certificate  of 
need  laws  in  the  State.  There  may  be  a  certain  number  of  beds 
that  are  on  the  books  that  are  not  used.  Because  of  the  wide  varie- 
ty of  problems  with  occupancy  measures  and  that  making  separate 
capital  payments  is,  at  best,  an  imperfection  relative  to  folding  cap- 
ital into  PPS,  it  is  our  belief  that  the  best  way  to  stop  the  very 
rapid  rate  of  increase  in  capital  expenditures  and  deal  with  the 
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problem  in  the  short  term,  is  to  reduce  capital  payments  until  we 
fold  capital  into  PPS  in  1992.  We  acknowledge  that  rural  hospitals, 
even  with  a  number  of  adjustments  that  have  been  made,  have  in 
fact  gotten  hit  particularly  hard. 

Mr.  Levin.  Well,  when  you  say,  though,  that  the  occupancy  rate 
which  seems  to  be  driving  the  25-percent  proposal  is  lower  in  rural 
areas,  so  how  does  that  fit  together? 

Ms.  Wilensky.  The  differential  between  our  two  capital  propos- 
als is  based  on  what  are  regarded  as  overall  particular  problems 
that  rural  hospitals  are  having.  It  is  not  a  proxy  for  an  occupancy 
adjustment.  It  is  a  proxy  for  reflecting  the  difficulties  of  rural  hos- 
pitals, and  is  as  one  of  several  measures  that  have  been  taken  to 
adjust  system  that  is  by  definition  geared  to  the  averages. 

As  you  all  know,  the  prospective  payment  system  is  a  system 
that  works  on  averages,  and  makes  some  differential  payments 
where  it  is  believed  there  are  some  particular  problems.  And  the 
areas  we  have  concentrated  on  in  the  past  have  been  disproportion- 
ate-share hospitals  in  the  urban  areas,  in  the  inner  cities,  as  well 
in  rural  areas  where  we  saw  disproportionate  problems  arising 
after  the  introduction  of  prospective  payment  system. 

Mr.  Levin.  Well,  I  just  would  hope,  and  you  said  you  wanted  to 
take  another  look  at  the  administration's  recommendation  in  indi- 
rect medical  education,  if  you  are  looking  at  particular  problems  in 
rural  areas,  which  I  am  in  favor  of  your  doing,  I  think  the  adminis- 
tration better  honestly  take  another  look  at  problems  in  urban  hos- 
pitals because,  you  know,  it's  one  thing  to  say  Medicare  should  not 
bear  the  cost,  the  responsibility  of  problems  facing  our  Nation's 
rural  and  urban  hospitals,  but  with  the  differential  in  capital,  es- 
sentially you  are  allowing  that  to  be  a  proxy  for  the  problem  in 
rural  areas. 

And  I  don't  object  to  it,  because  a  proxy  is  better  than  nothing, 
though  it  isn't  particularly  fair  on  balance.  But  to  just  come  in 
here  and  say  to  this  committee  chop  it  off  for  urban  hospitals — and 
my  district  is  mainly  a  suburban  district  but  we  are  truly  all  to- 
gether in  this — I  think  is  irresponsible. 

Now,  that  isn't  mainly  your  problem,  because  you're  not  running 
the  overall  health  program,  but  I  think  we  have  no  choice  but  to 
put  pressure  on  each  part  of  the  system  that  comes  before  us  to  go 
back  to  the  administration  of  which  you  are  a  part  and  say  you 
have  a  responsibility  to  come  forth  with  something  that  is  integral- 
ly fair  and  reactive  to  need. 

The  proposal  on  indirect  medical  education,  the  meat  ax  simply, 
as  I  think  you  know,  isn't  tenable  and  therefore  doesn't  have  any 
real  support  here.  And  what  you  have  simply  done  is  throw  us  the 
hot  potato,  to  find  some  money  elsewhere.  And  in  talking  about  re- 
sponsibility, I  think  that  is  irresponsible — not  on  your  part,  but  on 
the  administration  as  a  whole. 

So  we  welcome  the  chance  to  work  with  you.  Let's  try  to  find  a 
more  adequate,  fair,  effective  and  efficient  response  to  the  health 
needs  in  this  country.  When  we  hear  Dr.  Koop  call  upon  this 
Nation  to  respond  to  some  needs  in  urban  areas,  I  think  we  all 
better  listen,  including  the  administration  of  which  he  was  once  a 
part. 
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Thanks,  and  welcome.  We  really  look  forward  to  working  with 
you. 

Ms.  Wilensky.  Thank  you. 
Chairman  Stark.  Mr.  Donnelly. 

Mr.  Donnelly.  I  won't  say  welcome,  because  when  you  get  wel- 
comed, you  get  treated  pretty  toughly. 

I  have  to  go  to  a  luncheon,  and  I  did  want  to  welcome  you  to  the 
committee  and  express  my  interest  in  working  with  you  over  the 
course  of  the  next  year  to  see  if  we  can  come  to  some  resolution  of 
difference  in  philosophy  and  policy. 

But  in  reality,  even  if  you  assume  that  we  would  accept  the 
President's  budget  as  is,  we  would  still  have  a  total  overall  increase 
in  outlays  to  hospitals  from  this  fiscal  year  to  next,  of,  is  it,  $2.5 
billion  increase?  Is  that  not  correct? 

Ms.  Wilensky.  Well,  the  increase  anticipated  is  greater  even 
than  that.  The  increase  that  would  occur  otherwise  is  projected  at 
8  or  9  percent,  and  that  is  closer  to  $4  or  $5  billion. 

Mr.  Donnelly.  So  all  that  we  heard  last  year  about  the  commit- 
tee cutting  reimbursements  to  hospitals,  that  just  wasn't  true. 

Ms.  Wilensky.  The  rate  of  increase  was  reduced. 

Mr.  Donnelly.  And  I  just  wanted  to  say  for  the  record  so  I  hope 
we  don't  have  to  listen  to  it  again  this  year,  the  debate  is  over  how 
large  the  increase  will  be.  Correct? 

Ms.  Wilensky.  Correct. 

Mr.  Donnelly.  OK.  I  was  happy  to  see  the  one  line  in  the  Presi- 
dent's budget,  suggesting  that  Congress  may  attempt  to  link  capital 
to  occupancy.  It  has  been  a  suggestion  I  have  made  over  the  years, 
and  I  will  be  the  first  to  say  there  are  some  real  problems,  defini- 
tional problems,  with  occupancy,  potential  for  gaming,  et  cetera. 

But  I  think  when  we  look  at  the  whole  capital  mix,  I  think  that 
ought  to  be  part  of  the  debate.  I  think  there  is  some  validity  in 
that.  There  is  obviously  some  valid  criticisms  of  it,  too.  And  I  was 
happy  to  see  that  one  line  in  there.  I  look  on  that  as  major 
progress  and  a  step  in  the  right  direction. 

What  is  your  opinion  of  linking  the  participation— and  this  is 
something  I  have  mentioned  to  Stu  Altman — linking  the  participa- 
tion by  hospitals  in  the  Medicare  program  to  its  participation  in 
the  Medicaid  program,  two  Government  programs,  one  dealing 
with  old  people,  one  dealing  with  poor  people — all  American  citi- 
zens? What  is  your  position  on  that?  Do  you  have  one? 

Ms.  Wilensky.  I  don't.  I  would  first  like  to  see  which  hospitals 
would  be  impacted. 

Mr.  Donnelly.  Well,  I  don't  really  care  which  hospitals  are  im- 
pacted. I  care  which  people  are  impacted.  And  the  people  in  this 
case  are  the  most  disadvantaged  and  poorest  people  in  our  society. 
It  is  a  position  I  had  a  quick-flash  minor  victory  on  last  year,  and  I 
intend  to  pursue  this  year. 

I  don't  see  the  credibility  of  the  Government  saying,  "Well,  we 
will  let  you  participate  in  one.  But  you  can  opt  out  of  the  other,  the 
one  that  deals  with  poor  people." 

Again,  we  are  all  Americans,  and  I  look  forward  to  maybe  HCFA 
coming  to  some  sort  of  position  on  that  issue. 
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Just  finally  on  the  whole  question  of  the  teaching  hospitals.  It 
would  be  fair  to  say  that  on  the  whole  the  teaching  hospitals  do  the 
largest  amount  of  indigent  care? 

Ms.  Wilensky.  The  urban  teaching  hospitals  do  large  amounts. 

Mr.  Donnelly.  Yes.  So  that  is,  I  think,  one  of  the  more  valid 
criticisms  of  any  reductions  in  the  indirect  medical  education  ad- 
justment. I  have  real  problems  as  to  why  the  Medicare  system  is 
involved  with  this.  I  have  no  problem  with  the  Government  being 
involved,  training  physicians  if  that  is  the  Government's  choice. 

Ms.  Wilensky.  Correct. 

Mr.  Donnelly.  But  I  do  have  a  problem  with  the  Medicare 
system — the  elderly  people  in  this  country — paying  to  train  physi- 
cians. And  I  think  it  was  a  heck  of  a  great  idea  in  the  1960's,  but  I 
am  not  so  sure  it  makes  a  lot  of  sense  in  the  1990's.  But  I  am  a 
very  small  minority  on  this  committee  in  opinion  on  that. 

But  would  it  not  make  some  sense  then  for  the  urban  teaching 
hospitals,  if  they  are  to  take  a  hit  on  their  indirect  reimbursement, 
to  get  a  boost  on  their  disproportionate  share,  if  in  fact  they  do  the 
most  disproportionate  share,  Gail? 

Ms.  Wilensky.  The  issue  that  you  raise  is  one  that  was  raised 
earlier  this  morning  and  it's  one  I  think  is  very  well  understood  by 
this  committee — that  a  lot  of  the  problems  that  hospitals  are  facing 
are  a  reflection  of  a  movement  to  a  more  explicit  pricing  system 
that  occurred  in  the  1980's.  Employers  tried  to  be  more  prudent 
buyers,  the  Government  tried  to  adopt  more  prudent  buyer  strate- 
gies— like,  for  example,  in  the  Medicare  system,  of  paying  only 
Medicare  costs  and  not  paying  other  kinds  of  costs. 

One  of  our  difficulties  is  that  we  know  we  have  populations  that 
aren't  covered  and  they  have  been  exacerbating  the  problems  that 
some  hospitals  face.  And  I  think  that  there  seems  to  be  a  much 
stronger  interest  now  among  various  groups,  including  the  admin- 
istration, that  are  trying  to  assess  what  do  we  do  about  health  care 
for  the  large  numbers  of  uninsured  people  in  this  country.  Hospi- 
tals are  trying  to  use  back  door  systems,  trying  to  use  some  part  of 
Medicare  to  pay  for  care  that  may  not  be  a  responsibility  of  Medi- 
care. As  a  result,  uncompensated  care  that  is  not  a  part  of  Medi- 
care directly,  has  exacerbated  problems  for  Medicare. 

Mr.  Donnelly.  But  in  terms  of  social  policy,  it  seems  to  me 
much  more  justifiable  to  subsidize  the  treatment  of  indigent  people 
than  subsidize  the  education  of  physicians  who  end  up  being  in  the 
top  10  percent  of  wage-earners  in  the  country.  I  mean  I  am  talking 
social  policy. 

I  am  not  asking  you  to  agree.  I  don't  know  if  many  people  in 
your  administration  will  agree  with  anybody  from  Massachusetts, 
most  especially  a  Democrat. 

But  I  do  look  forward  to  working  with  you  over  the  course  of  the 
year.  And  congratulations,  or  condolences,  whatever  the  case  may 
be,  in  your  appointment. 

Ms.  Wilensky.  Thank  you.  I  am  very  sincere  in  my  interest  in 
working  with  this  committee. 

Chairman  Stark.  Mr.  Moody. 

Mr.  Moody.  Thank  you  very  much. 
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You  heard  ProPAC's  description  about  the  delays  in  getting  in- 
formation. We  are  now  dealing  with  1988  data  as  we  try  to  make 
policy  for  1991,  2  and  3  years  out  of  date. 

We  are  in  an  electronic  age  and  I  see  instantaneous  reporting  on 
my  credit  card — whenever  I  try  to  buy  an  item,  if  I  am  overdrawn, 
they  know  within  seconds.  We  are  operating  in  the  Middle  Ages 
when  it  comes  to  health  data. 

Is  it  true  that  HCFA  decided  to  put  off  this  project  to  get  the 
data  up  to  snuff?  I  can't  think  of  anything  more  important  for  us 
to  have  than  data  that  is  timely.  We  are  operating  24,  at  a  mini- 
mum, months  behind  what  we  need. 

I  just  can't  express  my  anger  at  that  if  that's  true,  if  Mr.  Altman 
is  correct.  Please  correct  him  if  he  is  wrong. 

Then  I  think  something  is  badly  amiss  in  the  administrative  pri- 
orities of  your  agency. 

Ms.  Wilensky. 

Ms.  Wilensky.  I  didn't  hear  that  part  of  his  statement.  I  will 
confirm  what  you  have  said. 

I  had  requested  some  information  on  the  timeliness  issue.  I  know 
it  has  been  a  concern  of  this  committee  and  of  Mr.  Stark  in  par- 
ticular. 

My  understanding  is  that  there  is  presently  a  uniform  cost  of  re- 
porting demonstration  project,  and  that  part  of  the  activities  of  this 
demonstration  is  to  see,  in  fact,  whether  we  can't  both  increase  the 
uniformity  of  information  as  well  as  increase  the  speed  with  which 
that  information  is  provided. 

I  agree  with  you  that  it  seems  like  an  excessive  amount  of  time. 
Part  of  the  reason  is  that — and  I  am  not  saying  this  to  excuse  an 
18-or-24-month  delay  when  the  cost  reports  come  in  to  HCFA,  it  is 
after  they  have  gone  through  some  screening. 

For  the  question  of  whether  we  can't  substantially  reduce  the 
time  lag  between  when  the  data  exists  and  when  it  is  available  for 
analysis,  I  think  is  a  legitimate  question  and  one  that  I  have  al- 
ready started  looking  into. 

Mr.  Moody.  That  is  something  that  I  heard  raised  by  other  mem- 
bers several  years  ago  when  I  joined  this  committee,  maybe  3  years 
ago,  and  it  doesn't  seem  to  be  getting  any  better. 

Can  we  have  a  commitment  from  you  that  you  will  give  this  seri- 
ous attention  and  try  to  bring  this  down  dramatically? 

Ms.  Wilensky.  Yes. 

Mr.  Moody.  Thank  you. 

Ms.  Wilensky.  I  don't  know  what  the  past  commitment  or  inter- 
est has  been,  but  I  will  give  this  increased  attention. 

Mr.  Moody.  Is  there  any  reason  why  that  screening  before  it  goes 
to  HCFA  has  to  be  more  than  perfunctory,  or  couldn't  it  be  deliv- 
ered simultaneously?  Who  are  those  people  who  need  to  screen  the 
data? 

Ms.  Wilensky.  It  is  the  intermediaries,  the  claims  players,  who 
are  doing  this  initial  review 

Mr.  Moody.  So  you're  not  getting  raw  data,  you  are  getting  data 
that  has  been  premasticated  and  digested  by  intermediaries,  who 
may  have  an  interest,  after  all? 

Ms.  Wilensky.  I  don't  know  the  answer  to  that.  I  have,  however, 
requested  that  two  task  forces  be  created  to  advise  me  as  adminis- 
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trator.  One  of  the  task  forces  is  reviewing  the  regulations  develop- 
ment process,  and  that  is  already  in  place. 

The  second  task  force  is  to  review  the  whole  contractor  system, 
how  we  pay  bills  through  the  intermediary  and  carrier  systems  for 
part  A  and  for  part  B,  the  number  of  contractors  that  are  involved, 
the  reasons  for  different  payments,  and  the  data  that  is  reported 
back  to  HCFA.  That  task  force  has  been  established  and  will  be  re- 
porting to  me.  The  issue  about  the  timeliness  of  data  is  certainly 
one  that  I  will  make  sure  they  respond  to. 

Mr.  Moody.  Thank  you. 

How  many  hospitals  are  there  in  America  under  part  A,  receiv- 
ing payments? 

Ms.  Wilensky.  There  are  7,000  hospitals  in  America.  I  don't 
know  what  the  number  is  under  part  A. 
Mr.  Moody.  Well,  approximately? 

Ms.  Wilensky.  I  don't  know,  but  I  will  submit  this  information 
for  the  record. 
[The  following  was  subsequently  received:] 

There  are  6,508  Medicare  hospitals  that  are  currently  Medicare  certified  to  re- 
ceive part  A  payments. 

Mr.  Moody.  So  there  are  probably  150  million,  maybe  100  million 
people  with  credit  cards  out  there,  and  that  information  is  instan- 
taneously available.  If  you  make  a  long-distance  phone  call  or  buy 
an  Amtrak  ticket  with  a  credit  card,  it  immediately  knows  if  your 
balance  is  able  to  handle  it.  Is  there  any  reason  why  7,000  hospi- 
tals, which  for  a  computer  is  nothing,  couldn't  be  gotten  to  you 
within  30  days?  I  mean  the  data  can  be  refined  for  later  for  analyt- 
ic analysis,  but  is  there  any  reason  we  can't  see  those  numbers 
within  a  month  or  2  instead  of  24  and  28  months? 

Ms.  Wilensky.  The  question  is  whether  24  or  28  months  is  rea- 
sonable? No,  I  don't  think  24  or  28  months  is  reasonable.  Is  30 
days?  Probably  not,  because  the  data  needs  to  be  audited  before  it 
comes  in  to  HCFA. 

Again,  as  I  have  said,  one  of  the  areas  that  I  am  interested  in 
reviewing  is  our  whole  contract  process  of  how  bills  are  paid  and 
whether  the  data  is  transmitted  the  best  way. 

There  is  a  problem,  though,  I  would  like  to  at  least  raise.  Mr. 
Stark  has  indicated  that  the  cost  reports  should  allow  HCFA  better 
to  understand  hospitals'  claims  that  they  are  having  problems  or 
they  are  not  having  problems;  that  is,  to  understand  their  income 
streams.  That  requires  not  just  general  information  on  the  individ- 
ual transactions,  but  a  lot  of  detailed  information. 

And  so  one  of  the  issues  I  would  be  glad  to  work  with  you  on  is 
what  data  we  want  to  have  available  from  these  hospitals. 

Mr.  Moody.  Right. 

Ms.  Wilensky.  If  we  want  to  have  information  so  that  you  can 
look  to  see  how  hospitals  are  doing  compared  with  each  other,  that 
is  a  lot  of  detailed  information. 

Mr.  Moody.  Right. 

Ms.  Wilensky.  Again,  24  months  is  not  reasonable,  but  30  days 
isn't  going  to  be  either. 
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Mr.  Moody.  Right.  Well,  I  don't  think  we  probably  need  all  of 
that.  Right  now  we  apparently  can't  see  any  of  it  until  we  can  get 
all  of  it,  and  maybe  that's  not  the  right  way. 

But  maybe  there  are  major  indices.  After  all,  they  publish,  you 
know,  in  the  leading  economic  indicators,  how  many  boxcar  load- 
ings there  were  last  month.  That's  one  of  the  many  indicators. 
That's  not  the  total  picture,  but  it's  helpful  to  know.  And  that  can 
be  collected  and  transmitted  within  a  matter  of  days.  It's  published 
on  a  monthly  basis  as  well  as  new  home  starts,  all  sorts  of  things 
that  aren't  the  total  picture  but  they're  very  helpful  to  get  a  lead- 
ing edge  on  what's  happening. 

And  I  would  think  in  the  hospital  area  you  could  certainly  give 
us  some  of  these  leading-edge  indicators  almost  immediately,  and 
then  the  more  sophisticated  analytic  and  comprehensive  data  later. 
Not  24  months,  but  at  least  we  would  like  to  see  something  a  lot 
sooner. 

Thank  you. 

Chairman  Stark.  Thank  you. 

I  have  a  question  that  Mr.  Gradison  asked  that  I  would  like  to 
add  in  here. 

You  heard  me  talk  to  Stuart  about  what  I  call  cooking  the  books. 
I  just  want  to  set  the  record  clear.  It  would  not  surprise  you,  I 
don't  suppose,  to  know  that  I  would  consider  myself  perhaps  the 
second  best  political  flim-flam  artist  and  book-cooker  in  Washing- 
ton. Would  that  surprise  you?  [Laughter.] 

Mr.  Moody.  Who  is  in  first,  Mr.  Chairman? 

Chairman  Stark.  It's  Darman.  [Laughter.] 

Having  established  that,  I  want  to  talk  about  some  book  cooking 
and  political  posturing  that  goes  on.  I  mean  we  have  to  cook  the 
books  here  to  live  within  the  Medicare  regulations  to  get  money  to 
hospitals  that  politically  we  are  pushed  to  do. 

I  have  never  seen  any  reason  on  God's  green  Earth  why  the  Med- 
icare system  is  charged  with  carrying  medical  education.  Somebody 
has  to;  I  agree  with  that.  We  got  stuck  with  it  somewhere  back  in 
the  deep,  dark  past  before  I  was  even  in  Washington.  And  it  causes 
a  lot  of  problems. 

We  are  dealing  with  teaching  when  what  we  are  really  trying  to 
do  is  to  support  inner-city  hospitals.  We  all  know  what's  going  on 
there. 

So  I  have  two  issues.  One  is,  from  Mr.  Gradison's  question,  would 
be  that  if  the  money  to  fund  indirect  teaching  comes  out  of  the 
base  of  all  hospitals— and  it  does— that  if  we  cut  indirect  teaching, 
shouldn't  we  put  the  money  back  in  to  the  base  for  all  hospitals? 

That  is  Mr.  Gradison's  question.  Would  you  like  to  comment  on 
that? 

Ms.  Wilensky.  Do  you  want  to  say  that  again,  please? 

Chairman  Stark.  Well,  what  he  is  really  saying  is  that  we  kind 
of  operate  in  a  zero-sum  game.  When  we  increase  indirect  teaching 
as  we  have  in  the  past,  we  lower  all  other  hospitals.  That's  where 
we  get  the  money. 

OK.  Now,  if  you  want  to  cut  indirect  teaching,  shouldn't  we  take 
that  money  and  put  it  back  where  we  got  it  from  in  the  first  place, 
into  the  base  for  all  hospitals? 
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Ms.  Wilensky.  Well,  I  don't  know  what  we've  done  in  the  past  in 
terms  of  taking  it  out,  but  I  will  provide  an  answer  for  the  record. 
[The  following  was  subsequently  received:] 

In  our  view,  payments  to  other  hospitals  are,  on  average,  adequate;  therefore,  it 
would  not  be  appropriate  to  implement  the  reduction  in  the  indirect  teaching  ad- 
justment factor  in  a  budget  neutral  fashion.  Instead,  the  savings  generated  from  re- 
ducing the  payment  adjustment  to  the  estimate  of  the  actual  indirect  costs  of  teach- 
ing activity  should  be  shown  as  reduced  program  expenditures. 

Chairman  Stark.  Always  had  to,  as  long  as  we're  cutting  from 
the  law,  as  we  have  had  to  do  in  the  6  years  I  have  chaired  the 
committee.  It's  a  zero-sum  game.  We've  got  to  come  out  and  meet 
our  budget  target.  We  are  cutting  from  one  hospital  to  pay  an- 
other. 

Ms.  Wilensky.  Except  in  this  case  this  is  part  of  a  set  of  propos- 
als that  are  resulting  in  an  overall  part  A  spending  reduction  of 
$3.5  billion. 

Mr.  Moody.  I  know  it. 

Ms.  Wilensky.  So  there  is  $3.5  billion  coming  out  of  the  system. 
It's  not  just  a  redistribution. 

Chairman  Stark.  Well,  we  are  cutting.  Let  me  put  it  this  way:  If 
we  give  more  to  one  group,  we're  giving  less  to  another  group. 

Ms.  Wilensky.  Right. 

Chairman  Stark.  We're  cutting  everybody,  but  I  am  just  saying 
we're  lowering  the  fulcrum  of  the  teeter-totter  but  we  still  are 
moving  the  gorillas  around  on  the  outside  so  it  balances  differently. 

Ms.  Wilensky.  Right. 

Chairman  Stark.  What  Mr.  Gradison  is  getting  at  is  should  we 
not  redistribute  that  among  all  hospitals  if  we  are  going  to  make 
reductions? 

Ms.  Wilensky.  Well,  I  think  my  understanding  was  much  more 
specifically  directed  to  whether  Medicare  was  being  asked  to  reim- 
burse a  reasonable  amount  for  indirect  medical  training  costs  and 
that  our  estimates,  consistent  with  ProPAC,  had  been  that  the  real 
costs  associated  with  this  were  substantially  less  than  what  we 
were  reimbursing.  In  fact,  the  4.5  percent  payment  adjustment  is 
still  high. 

Chairman  Stark.  What  I  think  we  have  been  doing  is  bailing  out 
inner-city  hospitals  that  have  a  highly  disproportionate  share.  I 
don't  care  what  you  call  it,  indirect  medical  education,  that's  where 
we  have  been  shoving  the  money.  So  it  comes  out  of  some  suburban 
hospital,  and  that  is  the  problem  we  are  faced  with. 

I  make  that  as  a  comment.  I  would  hope  that  the  Secretary — and 
I  don't  know  whether  this  would  come  out  of  your  part  of  Health 
and  Human  Services — would  consider  offering  to  us  a  plan  to  fund 
whatever  the  Federal  share  of  medical  education  ought  to  be,  and 
let's  do  it  and  let's  get  it  out  of  Medicare  or  Medicaid  and  let's 
come  up  with  what  ought  to  be  the  Federal  Government's  role  in 
paying  for  medical  education.  Then  let's  get  that  out  of  here  so  it's 
not  something  that  we  are  always  dealing  with.  It's  a  tertiary  kind 
of  system  that  is  confusing  the  rest. 

I  rather  think  that  you  didn't  answer  Mr.  Levin's  question.  My 
guess  is — and  I  won't  even  ask  you  to  respond — that  as  we  have  po- 
litical justifications  for  graduate  medical  education  which  helps 
inner  cities,  that  cutting  the  capital  less  for  rural  hospitals  is  more 
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help  for  you  on  the  Senate  side  than  it  is  here,  but  we  have  always 
had  that  adjustment.  I  would  further  comment  that  I  like  Stuart's 
idea  of  somehow  phasing  out  these  distinctions  with  rural  hospi- 
tals. I  hope  we  can  work  to  do  that. 
Ms.  Wilensky.  That  is  also  our  belief. 

Chairman  Stark.  I  raised  this  issue  a  year  or  two  ago  about 
blending  capital  into  DRG's.  I  have  said  that  very  seldom  do  issues 
fail  in  this  committee  with  more  than  two  dissenting  votes.  In  this 
case  Mr.  Chandler  and  I  were  the  only  two  who  voted  to  eliminate 
capital  and  fold  it  into  the  DRG.  So  we  lost  2-9,  but  on  a  bipartisan 
basis,  as  we  normally  do. 

It's  going  to  end  if  we  don't  act.  So  when  will  you  give  us  regula- 
tions on  folding  capital  into  DRG's? 

Ms.  Wilensky.  I  believe  by  the  end  of  this  fiscal  year. 

Chairman  Stark.  OK.  You  are  not  going  to  game  us  to  knock  $7 
billion  out  of  my  baseline  so  I  have  a  bigger  problem  next  year. 
Right? 

Ms.  Wilensky.  That  is  not  my  intent. 
Chairman  Stark.  OK.  I  like  that. 

So  we  will  see  if  we  can  do  that,  and  I  hope  that  you  can  work 
out  a  way  that  we  can.  I  would  like  to  help.  You're  going  to  have  to 
do  a  great  selling  job.  You've  got  to  get  me  a  few  more  votes  on  my 
own  committee  to  get  that  done. 

We  have  data  coming  from  two  demonstration  States  on  uniform 
reporting. 

Ms.  Wilensky.  Correct. 

Chairman  Stark.  Any  guess  as  to  when  we  can  get  a  peek  at  the 
format?  It  is  of  interest  to  me  to  see  what  kinds  of  things  we'll  be 
able  to  understand  from  it. 

Ms.  Wilensky.  The  two  States,  as  you  know  one  is  California,  the 
other  is  Colorado,  are  supposed  to  submit  data  by  March  30  of  this 
year.  And  by  September  30,  the  end  of  our  fiscal  year,  we  will  have 
the  first-year  cost  reports  and  the  results.  It  is  moving  on  time  as 
of  the  present. 

Chairman  Stark.  I  would,  at  some  point,  like  to  see  a  format. 
Ms.  Wilensky.  Sure. 

Chairman  Stark.  It  should  be  kind  of  condensed  so  I  can  under- 
stand it,  which  should  be  pretty  condensed.  It  would  be  interesting 
to  me  to  see  what  the  report  would  look  like  even  if  you  don't  have 
all  of  the  data  in. 

Mr.  Gradison  asked  me  to  ask  this  question.  He  refers  to  Dr.  Alt- 
man's  statement  regarding  the  importance  of  national  expenditure 
figures  for  health  care,  which  HCFA  generally  produced. 

The  question  is:  Do  you  agree  with  Dr.  Altman's  assessment;  and 
if  so,  how  quickly  do  you  think  HCFA  can  produce  the  statistics  for 
1988  and  when  will  we  get  the  numbers  for  1989? 

Ms.  Wilensky.  OK.  Let  me  just  correct  what  I  said.  The  date, 
March  30,  is  when  the  reports  are  initially  going  to  come  in  to  the 
fiscal  intermediaries.  They  are  in  to  HCFA  60  days  later.  But, 
sometime  soon,  we  will  be  able  to  sit  down  and  share  with  you 
what  that  information  would  look  like  so  you  will  see  what  is  due 
to  come  in. 

I  understand  the  concern  about  the  national  health  care  date. 
The  health  expenditures  have  been  late.  My  understanding  is  that 
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they  did  slip  behind  this  year.  They  are  due  out  now  in  the 
summer  issue  of  the  HCFA  review.  I  am  going  to  try  to  push  hard 
to  slip  back  one  quarter  for  the  future  so  that  we  get  back  at  least 
to  the  spring.  We  did  slip  this  year,  and  I  would  like  to  not  contin- 
ue the  two-quarter  delay  that  we  have  picked  up.  I  would  like  to  at 
least  be  able  to  gain  one  quarter  back. 

Chairman  Stark.  OK.  It  was  my  understanding,  from  an  answer 
that  you  gave  to  a  previous  inquirer,  that  you  had  not  had  a 
chance  to  see  ProPAC  s  operating  margin  information. 

I  would  just  appreciate  it,  if  you  have  a  chance  to  review  that, 
because  it  does  raise  some  problems  with  what  we  are  going  to  do 
with  graduate  medical  education.  If  you  have  any  further  sugges- 
tions to  us  in  view  of  those  figures,  it  would  be  helpful  if  you  would 
send  them. 

Thanks  very  much. 

Ms.  Wilensky.  Surely.  I  will  provide  additional  information  for 
the  record. 

[The  following  was  subsequently  received:] 

The  ProPAC  margin  data  show  that  while  teaching  hospitals  have  consistently 
had  higher  Medicare  operating  margins  than  nonteaching  hospitals,  their  total  mar- 
gins tend  to  be  lower.  This  indicates  that  Medicare  is  paying  more  than  its  share  to 
these  hospitals  relative  to  other  payers.  While  we  recognize  a  broad  approach  may 
be  required  to  address  some  of  the  non-PPS  factors  leading  to  the  lower  total  mar- 
gins for  these  hospitals,  we  do  not  believe  that  lower  total  margins  justify  maintain- 
ing the  indirect  teaching  adjustment  factor  at  a  level  in  excess  of  the  actual  impact 
of  teaching  activities  on  hospital  costs.  Further,  we  do  not  agree  with  ProPAC  that 
the  reduction  in  the  teaching  adjustment  should  be  gradual.  Teaching  hospitals 
have  fared  exceptionally  well  under  PPS  and  should  be  able  to  absorb  our  recom- 
mended reduction. 

[Mr.  Donnelly  submitted  the  following  question  for  the  record:] 
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The  Honorable  Gail  R.  Wilensky,  Ph.D. 
Administrator 

Health  Care  Financing  Administration 

U.S.  Department  of  Health  and  Human  Services 

Washington,   D.C.  20201 

Dear  Dr.  Wilensky: 

In  order  to  complete  the  record  of  the  Subcommittee  on 
Health's  hearing  on  fiscal  year  1991  budget  issues  relating  to 
hospital  payment  under  Part  A  of  the  Medicare  program,  held  on 
February  28,   1990,   I  am  forwarding  a  question  from  Representative 
Donnelly.     Please  supply  the  answer  to  the  Committee  office,  1102 
Longworth  House  Office  Building,  to  the  attention  of  Diane 
Kirkland,  by  Monday,  March  19,  1990. 

Thank  you  for  your  cooperation  in  this  matter. 


FORMULA  FOR  THE  GRADUATE  MEDICAL  EDUCATION  REIMBURSEMENT  RATE 


Mr.  Donnelly: 

The  Administration  has  proposed  revising  the  formula  for 
graduate  medical  education  reimbursement  by  establishing  a 
"per  resident"  payment,  derived  from  the  national  average  of 
fiscal  year  1987  resident  salaries,  adjusted  for  inflation. 
What  is  the  1987  national  average?    What  inflation  update 
would  you  use? 

Dr.  Willensky: 

We  will  be  developing  an  estimate  of  the  average  salary  paid 
to  interns  and  residents  from  Medicare  cost  report  data  for 
costs  reporting  periods  beginning  in  FY  1987.     We  will  test 
our  estimate  for  reasonableness  by  comparing  it  with  estimates 
of  the  1987  national  average  salary  obtained  from  other 
sources,  such  as  the  Association  of  American  Medical  Colleges 
(AAMC)     The  AAMC  estimates  that  the  average  stipend  for  a 
third  year  resident  (the  average  length  of  a  residency 
program),  exclusive  of  fringe  benefits,   is  $30,000.     We  would 
use  the  Consumer  Price  Index  of  Urban  Areas  to  update  the 
salary  amounts. 


MINORITY  CHIEF  OF  STAFF 


Sincerely, 


Robert  J.  Leonard 
Chief  Counsel 
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Chairman  Stark.  The  committee  will  recess  for  about  2  minutes 
and  reconvene  with  our  final  panel. 
[Recess.] 

Chairman  Stark.  Our  next  witnesses  comprise  a  panel.  Our  lead 
off  member  will  be  the  distinguished  Paul  Rettig,  executive  vice 
president  of  the  American  Hospital  Association,  followed  by  Eric  B. 
Munson,  the  executive  director  of  the  Association  of  American 
Medical  Colleges,  and  as  anchor,  Larry  Gage,  who  is  president  of 
the  National  Association  of  Public  Hospitals. 

If  you  all  would  like  to  proceed  in  any  manner  that  you  are  com- 
fortable, probably  to  refute  the  innuendos  and  questions  regarding 
your  testimony  that  have  been  asked  of  other  witnesses,  go  right  to 
it. 

We  have  an  hour,  so  lead  off,  Paul.  Actually,  we  have  50  min- 
utes. There  is  another  hearing  at  2  o'clock. 

STATEMENT  OF  PAUL  RETTIG,  EXECUTIVE  VICE  PRESIDENT, 
AMERICAN  HOSPITAL  ASSOCIATION 

Mr.  Rettig.  Thank  you,  Mr.  Chairman,  I  appreciate  the  opportu- 
nity to  be  here  to  present  testimony  on  behalf  of  the  American 
Hospital  Association  and  its  some  5,500  members. 

We  further  appreciate  the  fact  that  this  committee  and  the  Con- 
gress has  recently  given  recognition  to  the  fact  that  unlimited  and 
continuing  Medicare  cuts  are  quite  possibly  beyond  the  ability  of 
hospitals  to  absorb  without  deterioration  in  service. 

We  appreciate  as  well,  the  sentiment  the  Ways  and  Means  Com- 
mittee expressed  yesterday  in  its  letter  to  the  budget  committee 
where  it  agreed  upon  recognizing  the  difficulty  of  making  the  kinds 
of  cuts  in  Medicare  that  the  President's  budget  called  for. 

In  the  past  6  years,  hospitals  have  seen  various  substantial  cuts 
in  their  Medicare  funding  and  many  hospitals  are  in  a  precarious 
financial  position. 

The  impact  of  these  cuts  is  felt  by  all  types  of  hospitals,  large 
and  small,  urban  and  rural,  private  and  public,  teaching  and  non- 
teaching. 

We  are  at  the  point  in  the  budget  calendar  now  where  we  still 
have  under  discussion  the  size  of  the  total  Medicare  cut  that  the 
Congress  will  agree  on  and  therefore  it  is  hard  for  me  to  avoid 
speaking  other  than  in  terms  of  minimizing  the  Medicare  cuts 
overall. 

As  the  chairman  knows,  there  may  come  a  time  later  in  the  year 
where  we  will  have  a  different  kind  of  a  conversation  which  has  to 
do  with  once  the  size  of  the  pie  has  been  determined,  we  will  talk 
about  how  it  is  to  be  sliced  up. 

But  in  the  meantime,  let  me  just  say  that  there  has  been  discus- 
sion of  Medicare  and  aggregate  margins  and  I  would  like  to  add  to 
that  we  estimate  that  aggregate  PPS  margins  for  fiscal  year  1990 
will  be  between  negative  7  and  negative  9  percent  and  for  the  next 
fiscal  year,  for  fiscal  year  1991,  even  without  the  cuts  proposed  by 
the  President,  PPS  margins  will  likely  drop  to  between  negative  8 
and  negative  11  percent. 

Now,  the  whole  question  about  what  hospitals  can  and  should  do 
about  this  is  relevant  for  the  committee  to  discuss.  We  do  want  to 
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say  that  from  our  view,  hospitals  have  managed  and  are  managing 
costs  under  severe  financial  constraints. 

Hospital  spending,  that  is  both  inpatient  and  outpatient,  as  1 
percent  of  gross  national  product,  has  remained  constant  at  about  4 
percent  since  1982.  So  as  a  percentage  of  GNP,  we  are  basically 
where  we  have  been  for  quite  a  few  years. 

Hospital  expenditures  have  been  the  slowest  growing  component 
of  personal  health  care  spending  since  1982,  and  as  the  committee 
is  aware,  outpatient  visits  now  exceed  the  number  of  inpatient  days 
of  care  so  there  has  been  a  significant  movement  toward  the  outpa- 
tient side. 

Nearly  one-half  of  all  surgeries  are  now  performed  on  an  outpa- 
tient basis  and  inpatient  capacity  itself  has  been  reduced  to  some 
degree. 

Community  hospital  beds  have  been  reduced  by  about  71,000  or  7 
percent  since  1983,  as  part  of  the  process  of  reducing  capacity. 

Hospitals  have  also  held  their  aggregate  staff  ratios,  staff  to  pa- 
tient ratios,  constant  since  1982,  with  a  sicker  patient  mix  so  that 
in  terms  of  management  of  staff,  hospitals  have  been  doing  what 
they  can,  but  hospitals  are  faced  with  cost  pressures  that  are  basi- 
cally unavoidable. 

The  Consumer  Price  Index  for  1982  through  1989,  increased 
about  29  percent  whereas  the  hospital  market  basket  for  PPS  in- 
creased 36  percent.  Hospitals  face  shortages  of  essential  personnel, 
especially  nurses  and  other  technical  staff  and  this  has  unavoid- 
ably forced  wages  and  benefits  up  faster  for  hospitals  than  for  some 
other  businesses. 

Rather  than  to  take  the  time  of  the  committee  much  more,  let 
me  just  say  that  it  would  be  our  fond  desire  that  the  policymaking 
and  the  Medicare  program  did  not  have  to  be  so  budget  driven  and 
our  preference  would  be  that  we  could  look  at  issues  like  recalcula- 
tion of  payment  rates  based  on  costs. 

A  single  base  rate,  which  the  committee  has  talked  about  moving 
toward,  which  would  eliminate  urban,  rural  distinction  refinements 
of  DRG's,  a  comprehensive  market  basket  index  that  encompasses 
labor  and  nonlabor  costs,  and  a  new  method  of  paying  for  outpa- 
tient services,  which  reduce  the  pot,  would  initially  be  based  on  per 
procedure  average  operating  costs  limits  as  a  transition  to  a  perma- 
nent system  of  procedure  based  fee  limits. 

I  thank  the  committee  for  its  attention. 

[The  statement  of  Mr.  Rettig  follows:] 
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SUMMARY 


The  past  six  years  have  seen  substantial  Medicare  spending  cuts,  and  hospitals 
have  contributed  more  than  their  share  to  federal  deficit  reduction.     Too  many 
hospitals  have  reached  the  point  at  which  their  ability  to  continue  providing 
high-quality  care  to  Medicare  beneficiaries  is  at  risk. 

In  FY  1991,  more  than  70  percent  of  all  hospitals  are  projected  to  suffer 
losses  treating  Medicare  patients;     more  than  half  will  incur  deficits  of  10 
percent  or  more,  with  one-fourth  incurring  losses  of  25  percent  or  more 

Further  budget  cuts  can  only  exacerbate  these  problems.     Hospitals  have 
managed  and  are  managing  their  costs  under  severe  financial  constraints;  yet, 
costs  are  still  increasing- -largely  because  of  factors  beyond  hospitals' 
control- -and  Medicare  payments  to  hospitals  fail  to  keep  up  with  those  cost 
increases . 

To  provide  for  adequacy  and  equity  in  Medicare  payments,  AHA  recommends  a 
single  base  rate  for  all  hospitals,  adjusted  for  differences  in  types  of 
patients'  treated  and  prices  of  resources  consumed.     Prices  should  be 
recalculated  periodically  based  on  current  cost  data. 

INTRODUCTION 

Mr.  Chairman,  my  name  is  Paul  Rettig,  executive  vice  president  of  the  American 
Hospital  Association  (AHA)  and  director  of  its  Washington  office.    On  behalf 
of  AHA's  nearly  5,500  member  hospitals,  I  am  pleased  to  testify  on  Fiscal  Year 
(FY)  1991  budget  proposals  affecting  hospital  payments  under  Part  A  of  the 
Medicare  program. 

During  budget  deliberations  last  year,  Congress  acknowledged  hospitals' 
increasingly  fragile  situation  and  the  toll  that  years  of  Medicare  cuts  have 
exacted.    We  appreciate  your  Committee' s  recognizing  that  ever  greater  demands 
are  being  made  of  hospitals,  that  Medicare  payments  fall  further  below  actual 
costs  with  each  passing  year,  that  meager  Medicaid  payments  are  only  partially 
covering  care  for  the  poor,  and  that  rising  unsponsored  care  costs  are 
increasingly  difficult  for  many  hospitals  to  bear.    With  its  efforts  to  temper 
proposed  Medicare  spending  reductions  last  year,  Congress  signaled  an 
understanding  that  hospitals  have  contributed  disproportionately  toward 
federal  deficit  reduction.    This  year,  however,  Congress  and  hospitals  face  an 
even  greater  challenge  as  the  Administration  seeks  to  save  billions  more  in 
Medicare  spending  reductions. 
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The  Administration  proposes  tax  increases  and  spending  reductions  totaling  $36 
billion  in  FY  1991.     Of  that  amount,  Medicare  would  absorb  $5.6  billion  in 
reductions.     Breaking  it  down  further,  $3.4  billion  would  be  taken  from  Part  A 
payments  to  hospitals  and,  of  another  $2.2  billion  that  would  come  from  Part 
B,  more  than  $700  million  would  affect  hospital  outpatient  payments.  The 
budget  proposal  would  require  hospitals  to  absorb  $4.1  billion  in  total 
reductions . 

Medicare  expenditures  constitute  approximately  8  percent  of  total  federal 
outlays,  but  cutbacks  in  Medicare  payments  in  the  Administration's  budget  for 
FY  1991- -$5.6  billion- -constitute  about  36  percent  of  total  proposed  spending 
cuts . 

The  past  six  years  have  seen  substantial  Medicare  funding  cuts,  and  hospitals 
have  contributed  more  than  their  fair  share  to  deficit  reduction.     Too  many 
hospitals  have  reached  the  point  at  which  their  ability  to  continue  providing 
high-quality  care  to  our  most  vulnerable  citizens  is  at  risk. 

FINANCIAL  STATUS  OF  HOSPITALS 

Hospitals  need  Congress'   continued  support  in  FY  1991.     They  are  in  a 
precarious  financial  position.     Overall  patient  operating  margins  in  FY  1990 
are  hovering  around  zero  percent,  and  the  aggregate  Medicare  PPS  operating 
margin  is  expected  to  be  between  negative  7  percent  and  negative  9  percent. 
AHA  projects  that  for  FY  1991,  aggregate  PPS  operating  margins,  before 
proposed  cuts,  will  decline  further,  ranging  from  negative  8  percent  to 
negative  11  percent. 

Medicare  payment  policies  are  having  a  deleterious  effect  on  all  types  of 
hospitals.     In  FY  1991,  more  than  70  percent  of  hospitals  are  projected  to 
suffer  losses  treating  Medicare  patients.     More  than  half  of  all  hospitals 
will  have  PPS  deficits  of  10  percent  or  more,  and  one -fourth  will  have  PPS 
margins  of  negative  25  percent  or  more. 

The  gap  between  revenues  and  expenses  cannot  continue  to  widen  without  dire 
consequences.     Despite  years  of  declining  margins  and  mounting  Medicare  and 
Medicaid  payment  shortfalls ,  hospitals  so  far  have  maintained  their 
long-standing  commitment  to  providing  high-quality  care  to  patients  wherever 
and  whenever  needed.     But  many  hospitals  may  no  longer  be  able  to  meet  this 
commitment  if  reductions  proposed  in  the  FY  1991  budget  are  enacted.  Many 
hospitals  already  have  been  forced  to  make  difficult  choices  regarding  the 
services  they  offer.     To  remain  viable,  many  have  had  to  close  needed 
community  services,   including  trauma  care,  obstetric,  and  other  units. 

AHA  projects  that  the  effect  of  two  of  the  President's  proposals - -reducing  the 
PPS  update  factor  and  the  indirect  medical  education  (IME)  adjustment- -would 
be  to  depress  PPS  operating  margins  in  FY  1991  to  at  least  negative  12  percent 
and  as  much  as  negative  15  percent.     A  full  accounting  of  the  effect  of  all 
proposed- cuts  would  lower  PPS  margins  even  more.     The  package  of  cuts  would 
result  in  a  6  percent  reduction  in  Medicare  hospital  payments  in  FY  1991. 
Several  years  and  many  billions  of  dollars  of  payment  reductions  already  have 
occurred.     The  New  England  Journal  of  Medicine  reported  last  year  that 
Medicare  payments  to  hospitals  in  FY  1990  were  already  $18  billion  less  than 
it  is  projected  they  would  have  been  in  the  absence  of  PPS. 

These  reductions  would  come  at  a  time  when  the  pressures  facing  hospitals  are 
greater  than  they  were  a  year  ago.     Costs  of  goods  and  services- used  to  render 
the  quality  of  care  expected  by  the  American  public  are  increasing  rapidly, 
even  as  unsponsored  care  for  the  uninsured  and  underinsured  grows .  In 
addition,  the  number  of  patients  requiring  specialized  treatment  for  diseases 
such  as  AIDS  or  for  trauma- related  incidents  escalates. 

The  $4.1  billion  in  cuts  from  projected  spending  for  FY  1991  would  hurt  all 
hospitals,  but  the  greatest  harm  would  fall  on  teaching  facilities.  Cuts 
affecting  all  hospitals  include  a  4.1  percent  update  factor  (about  1.5 
percentage  points  less  than  projected  inflation),  limits  on  payment  for 
capital-related  expenses,  and  lower  payments  for  outpatient  services.  In 
addition,  for  teaching  hospitals,  the  President  would  lower  IME  payments,  cap 
the  intern-  and  resident-to-bed  ratio  at  FY  1989  levels,  and  cut  graduate 
medical  education  payments. 


The  Prospective  Payment  Assessment  Commission  (ProPAC)  also  has  recommended 
modifications  and  adjustments  to  Medicare  PPS.     Although  these  recommendations 
would  affect  hospitals  less  severely  than  the  President's  proposal,  they  would 
yield  similarly  inadequate,  inequitable  Medicare  payments  and  do  little  to 
remedy  the  fragile  status  of  many  hospitals. 

Further  cuts  in  Medicare  payments  for  hospital  services  to  the  elderly  and 
disabled  at  this  juncture  also  would  add  to  the  uncertainty  and 
unpredictability  that  has  come  to  characterize  PPS. 

FACTS  ABOUT  RISING  HOSPITAL  COSTS 

As  the  downward  trend  in  PPS  aggregate  margins  indicates,   increases  in  costs 
of  providing  hospital  services  to  Medicare  beneficiaries  annually  eclipse 
increases  in  Medicare  payments.     Unfortunately,  the  Administration's  budget  is 
based  on  the  faulty  assumption  that  hospitals  are  responsible  for  cost 
increases  and  can  afford  to  absorb  cuts  through  operational  efficiencies. 

The  facts  are  that  hospitals  have  managed  and  are  managing  costs  under  severe 
financial  constraints.     They  are  doing  so  without  compromising  access  to  and 
quality  of  care.     For  example,  hospital  spending  as  a  percent  of  gross 
national  product  has  remained  constant  at  about  4  percent  since  1982,  and  real 
annual  growth  in  hospital  spending  has  been  held  to  about  2  percent  since 
1985.    Hospital  expenditures  have  been  the  slowest  growing  component  of 
personal  health  care  spending  since  1982. 

In  addition,  hospitals  have  moved  to  provide  care  in  the  most  efficient  and 
appropriate  settings.     Outpatient  visits  now  exceed  the  number  of  inpatient 
days  of  care  in  hospitals.     Much  of  the  decline  in  inpatient  use  and  the 
complementary  increase  in  outpatient  care  is  the  direct  result  of  incentives 
by  PPS  and  private  insurers.     Hospitals  and  medical  staffs  now  are  encouraged 
to  emphasize  cost  efficiency  in  treating  patients.     The  shift  from  inpatient 
to  outpatient  care  also  was  facilitated  by  the  phenomenal  technological 
changes  of  the  past  decade,  allowing  hospitals  to  treat  more  illnesses  on  an 
outpatient  basis.     Nearly  one-half  of  all  surgeries  are  now  performed  on  an 
outpatient  basis,  up  from  less  than  one-fourth  just  a  few  years  ago. 

Along  with  this  shift  to  outpatient  care,  hospitals  have  modified  inpatient 
capacity,  reducing  community  hospital  beds  71,000  or  7  percent  since  1983  and 
cutting  the  time  inpatients  are  hospitalized.     And  even  though  hospitals  today 
are  treating  more  acutely  ill  patients  who  require  more  technologically 
complex  care,  they  are  doing  so  more  efficiently.     Hospitals  have  held  the 
aggregate  staff -to-patient  ratio  constant  since  1982.     Considering  the  more 
seriously  ill  inpatient  population,  staff  productivity  has  improved  since 
1982,  and  hospitals  are  managing  costs  better. 

But  costs  are  increasing,  largely  because  of  factors  beyond  the  control  of 
hospital  management.     Prices  hospitals  pay  for  resources  (especially  wages) 
needed  for  patient  care  are  rising  faster  than  prices  in  the  rest  of  the 
economy.     The  Consumer  Price  Index  climbed  about  29  percent  from  FY  1982 
through  1989,  but  the  PPS  hospital  market  basket  index  increased  36  percent. 
But  the  PPS  market  basket  index  still  understates  the  rate  of  inflation 
hospitals  face.     The  indicator  Medicare  uses  to  measure  increases  in  hospital 
labor  prices  fails  to  accurately  capture  these  changes  because  it  is  based, 
for  the  most  part,  on  wages  in  other  parts  of  the  economy  that  are 
unrepresentative  of  hospital  wage  structures.     Hospitals  face  shortages  of 
essential  personnel,  particularly  nurses  and  other  technical  staff,  that  have 
forced  wages  and  benefits  up  faster  for  hospitals  than  for  other  businesses. 
AHA  estimates  the  PPS  market  basket  index  understates  the  actual  rate  of 
hospital  inflation  2  to  3  percentage  points  per  year. 

Today' s  typical  inpatient  also  requires  more  intensive  treatment  than  the 
typical  patient  five  years  ago.     Patients  requiring  less  complex  treatment 
and,  therefore,  less  expensive  treatment  are  now  cared  for  on  an  outpatient 
basis.     Likewise,  those  now  admitted  as  inpatients  are  more  expensive  to 
treat,  often  needing  more  procedures  and  a  higher  level  of  skilled  support 
personnel.    Nonetheless,  hospitals  still  have  improved  staff  productivity. 

In  addition,  patients  are  receiving  new  and  better  treatments.    While  advanced 
technologies  yield  substantial  benefits  in  the  form  of  reduced  pain  or  risk, 
many  have  also  added  significantly  to  the  cost  of  care.     In  most  instances, 
these  additional  costs  are  not  reflected  in  rates  paid  to  hospitals.  For 


70 


-4- 


example,  one  hospital  has  reported  that  the  total  budget  for  its 
catheterization  lab  for  ionic  media  was  once  $40,000;  the  new,  nonionic  media 
that  result  in  fewer  side  effects  cost  more  than  $630,000.    The  same  hospital 
absorbs  the  additional  cost  of  using  heart  valves  from  pigs  at  a  cost  of  more 
than  $2,800,  rather  than  mechanical  valves  that  cost  $900. 

Projected  growth  in  Medicare  spending  is  subject  to  the  same  cost  pressures, 
pressures  largely  beyond  the  control  of  hospital  management.     In  FY  1991, 
Medicare  spending  for  hospital  insurance  benefits  is  expected  to  increase  9.2 
percent.     Of  this,  5.6  percent  is  attributable  to  inflation  or  higher  prices 
hospitals  must  pay  for  labor,  drugs,  and  medical  supplies.     The  number  of 
beneficiaries  eligible  for  Medicare  Part  A  benefits  is  expected  to  grow  1.7 
percent  in  1991  as  the  population  continues  to  age.    Another  1.5  percent  of 
growth  in  Part  A  spending  is  attributable  to  FY  1991  expiration  of  the  current 
15  percent  reduction  in  capital  payments,  assumed  in  baseline  Medicare 
spending  estimates .     The  remaining  growth  is  attributable  to  an  increase  in 
the  Medicare  case -mix  index,  which  measures  the  increase  in  payments  and  costs 
of  treatment  resulting  from  the  changing  mix  of  patients  admitted  to  hospitals . 

The  rationale  underlying  the  Administration' s  budget  fails  to  recognize  these 
external  cost  pressures.     Rather  than  reflect  legitimate  needs  of  Medicare 
beneficiaries,  it  forces  hospitals  and  their  medical  staffs  into  a  position  of 
having  to  ration  care.    Hospitals  cannot  continue  to  provide  more  care  with 
fewer  resources .     Inadequate  hospital  payments  can  mean  that  a  necessary 
procedure  cannot  be  provided,  and  that  someone  does  without  care  they  want  or 
need.     It  is  unconscionable  to  expect  hospitals  to  dictate  whether  someone 
receives  medical  care  on  the  basis  of  economic  considerations.  By 
underfunding  health  programs  for  the  poor,  aged,  and  disabled,  government  is 
shifting  responsibility  for  assuring  access  to  high-quality  care  for  these 
groups  onto  the  shoulders  of  hospitals . 

As  a  result,  signs  of  a  deteriorating  hospital  system  abound.     Growing  numbers 
of  uninsured  and  underinsured  Americans  translate  to  an  escalation  in 
unsponsored  care.     In  1988,  hospitals  provided  $8.3  billion  in  such  care,  up 
from  $3  billion  in  1980.     Convincing  other  payers  to  share  those  costs  has 
become  more  difficult.     As  a  hospital  administrator  from  California  said  last 
year  in  an  interview  by  AHA  researchers : 

We  were  a  hospital  that  experienced  100  percent  growth  in  what  we  call 
uncompensated  care  last  year.     That  growth  is  primarily  due  to 
uninsured  patients.     Additionally,  the  Medicaid  rate,  which  in  our 
state  is  called  "Medi-Cal,"  does  not  cover  our  cost.     For  Medi-Cal  we 
get  between  35-40  cents  on  the  dollar,  and  that  is  the  new  negotiated 
rate . 

Another  major  problem  for  hospitals,   in  part  related  to  unsponsored  care,  is 
provision  of  trauma  care.    Availability  of  specialized  trauma  care  has 
diminished  in  recent  years,  particularly  in  urban  areas,  as  the  combination  of 
start-up, and  annual  operating  costs  and  poor  payment  has  become  too  great  a 
burden  for  many  hospitals  to  bear.     Many  trauma  victims  are  uninsured  or  rely 
on  Medicaid,  which  usually  does  not  cover  costs.     Consequently,  many  hospitals 
have  had  to  choose  between  closing  trauma  centers  or  discontinuing  other 
services . 

Despite  these  financial  pressures,  hospitals  struggle  to  maintain  needed 
community  services,  but  that  struggle  often  is  lost.     As  a  hospital 
administrator  in  a  large  city  put  it  to  AHA  interviewers: 

Our  burn  unit  loses  money.     Just  about  every  burn  unit  does.  We've 
talked  about  closing  it,  but  it's  one  of  the  services  that  we're  known 
for.     We're  one  of  two  hospitals  in  the  city  that  offer  it.  It's 
needed  and  it's  well-utilized,  but  we'll  never  make  money  on  it. 
Also,  we  are  nonprofit.     We're  in  business  to  provide  that  kind  of 
service  so  that's  maybe  one  we're  going  to  live  with. 

BUDGET  PROPOSALS:     IMPACT  OF  CUTS 

Against  a  backdrop  of  continued,   largely  uncontrollable  financial  and  demand 
pressures  on  hospitals,   the  President  proposes  $4.1  billion  in  further 
reductions  in  growth  of  Medicare  payments  to  hospitals.     Adequate  Medicare 
payments  are  essential  to  hospitals'   financial  stability  and  their  ability  to 
provide  quality  care.     Medicare  accounts  for  nearly  40  percent  of  gross 
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patient  revenue,  and  hospital  operating  margins  follow  the  pattern  of  Medicare 
PPS  margins ,  suggesting  that  inadequate  Medicare  payments  are  a  key  cause  of 
hospitals'   financial  troubles. 

The  President's  proposed  package  includes  the  following  cuts  for  FY  1991: 

•  A  4.1  percent  update  factor  for  all  hospitals  (less  than  the  rate  of 
inflation) ; 

•  A  15  percent  to  25  percent  cut  in  payments  for  capital-related 
expenses ; 

•  A  10  percent  reduction  in  hospital  outpatient  payments;  and 

•  A  reduction  of  the  indirect  medical  education  adjustment  (IME)  to  4.05 
percent. 

ProPAC s  recommendations  include: 

•  An  update  factor  of  0.9  percentage  points  less  than  inflation  for  all 
urban  hospitals  (rural  hospitals  would  receive  an  increase  of  1.6 
percentage  points  above  the  rate  of  inflation) ;  and 

•  A  reduction  of  the  IME  adjustment  to  6.8  percent. 
Inadequate  Update  Factor 

The  President  proposes  to  save  $640  million  in  FY  1991  by  limiting  the 
increase  in  the  FY  1991  update  factor  to  4.1  percent  for  all  hospitals, 
whether  urban  or  rural.     This  is  about  1.5  percentage  points  less  than  the 
currently  projected  increase  in  the  FY  1991  market  basket  index. 

As  in  previous  years,  this  update  would  fall  short  of  the  projected  rate  of 
inflation  faced  by  hospitals.     More  troublesome,  this  proposal  departs  from 
the  long-standing  practice  of  using  the  market  basket  index  to  determine  the 
update  factor.     Instead,  the  update  factor  would  be  set  arbitrarily,  a 
precedent  that  would  effectively  divorce  hospital  payment  from  actual  economic 
conditions . 

ProPAC  proposes  changes  in  the  update  factors  that  are  less  severe  than  the 
President's.     ProPAC  recommends  an  update  factor  equal  to  the  market  basket 
minus  0.9  percentage  points  for  hospitals  located  in  large  urban  and  other 
urban  areas,  yielding  an  increase  of  4.6  percent  in  FY  1991.     (ProPAC  updates 
are  based  on  a  projected  increase  of  5.5  percent  in  the  market  basket  index.) 
It  recommends  an  update  of  market  basket  plus  1.6  percentage  points  for  rural 
hospitals,  yielding  an  FY  1991  increase  of  7 . 1  percent.     ProPAC s  proposed 
update  factors  offer  less  than  the  full  rate  of  inflation  for  urban  hospitals , 
and  are  therefore  inadequate.     But  by  providing  payments  above  the  rate  of 
inflation  for  rural  hospitals,   its  recommendation  moves  the  system  toward 
eliminating  the  disparity  between  payments  to  urban  and  rural  hospitals. 

Furthermore,  ProPAC  recommends  eliminating  the  urban/rural  differential  by 
1993,  rather  than  1995  as  stipulated  in  the  Omnibus  Budget  Reconciliation  Act 
of  1989.     AHA  continues  to  support  a  single  base  rate  for  all  hospitals.  As 
all  types  of  hospitals  continue  to  face  declining  margins  and  the  possibility 
of  reduced  services,  it  is  wrong  to  reduce  already  inadequate  payments  to  one 
group  of  hospitals  in  order  to  increase  payments  to  a  different  group  of 
hospitals . 

Cuts  in  Payments  for  Capital-Related  Expenses 

The  largest  spending  cut  in  hospital  payments  in  FY  1991,   $1.5  billion,  would 
be  achieved  by  maintaining  the  current  15  percent  reduction  in  capital 
payments  to  rural  hospitals  and  increasing  to  25  percent  the  reduction  in  that 
payment  to  urban  hospitals.     Capital  payments  would  be  reduced  for  both 
inpatient  and  outpatient  departments.     The  President's  plan  also  assumes  that 
payments  for  capital  will  be  incorporated  in  PPS  beginning  in  FY  1992. 

Paying  hospitals  less  than  the  full  cost  of  capital  is  not  an  incentive  to 
evaluate  capital  investments  more  judiciously.     Capital  decisions  are  driven 
by  patient  care  considerations.     Today's  capital-related  expenses  result  from 
previous  years'   investment  decisions  made  in  compliance  with  existing  laws  and 
regulations.     Past  obligations,  unlike  current  operating  expenses,  are  not 
subject  to  modification.     The  President's  proposal  turns  all  capital 
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acquisitions  into  losing  propositions,  with  concomitant  effect  on  patient 
care.     Such  cuts,  coupled  with  other  proposed  budget  changes,  also  will  erode 
hospitals'  creditworthiness,  inhibiting  their  ability  to  finance  capital  needs. 

ProPAC  makes  no  recommendation  to  reduce  capital-related  payments  to  hospitals. 

Reduced  Payment  for  Hospital  Outpatient  Departments 

Payments  for  hospital  outpatient  services  would  be  reduced  10  percent 
across-the-board  beginning  in  FY  1991,  and  reductions  would  continue  each 
year.     PPS ,  however,  already  provides  incentives  for  hospitals  to  treat 
patients  more  efficiently.     Hospitals  have  responded  to  those  incentives  by 
moving  patients  to  outpatient  settings  when  possible,  resulting  in  perhaps  the 
most  significant  health  care  trend  of  the  1980s.     This  major  shift  in  the 
setting  of  health  care  services  has  yielded  dramatic  declines  in  hospital 
inpatient  days  and  increases  in  outpatient  visits.     Coupled  with  improved 
technology,   it  means  that  today  many  procedures  can  be  completed  quickly, 
efficiently,   and  cost  effectively,  with  benefits  accruing  to  providers, 
payers,  and  patients  alike. 

The  proposal  to  cut  outpatient  payments  flies  in  the  face  of  incentives 
Congress  emphasized  in  creating  PPS  and  the  peer  review  organization  program. 
ProPAC  estimates  that  hospitals  already  are  subject  to  potential  losses  of  19 
percent  under  ambulatory  surgery  center  payment  rates.     Further  increasing 
proposed  cuts  sends  a  conflicting  message  to  hospitals  as  they  follow 
Medicare's  directive  to  deliver  care  in  the  most  efficient  settings. 

ProPAC  does  not  recommend  changes  to  the  current  method  of  payment  for 
Medicare  outpatient  services. 

Lower  Indirect  Medical  Education  Adjustment 

Teaching  hospitals  would  be  hardest  hit  by  the  budget  proposals.  These 
hospitals  are  responsible  for  proper  training  of  future  medical  professionals 
and  are  often  at  the  cutting  edge  of  innovative  medicine.     They  also  tend  to 
serve  more  acutely  ill  patients  and  a  larger  share  of  indigent  and  low- income 
patients.     These  services  already  are  recognized  with  a  PPS  payment 
adjustment.     Teaching  hospitals'  Medicare  margins  historically  have  been 
higher  than  Medicare  margins  for  other  types  of  hospitals,  primarily  because 
of  the  special  adjustment.     However,  when  compared  to  other  hospitals  on  the 
basis  of  total  performance,  teaching  hospitals  fare  poorly,  reporting  the 
lowest  total  margins  of  all  hospitals.     The  President's  proposals  would 
further  depress  margins  for  teaching  hospitals.     In  FY  1991,  PPS  margins  would 
reach  a  low  of  negative  13  percent  to  negative  16  percent. 

The  factor  used  in  making  IME  payments  to  hospitals  would  be  reduced  from  7.7 
percent  to  4.05  percent.     Such  a  reduction  would  exacerbate  teaching 
hospitals'  vulnerable  financial  situation  and  could  affect  access  to  care, 
particularly  for  the  large  numbers  of  indigent  and  low- income  patients  they 

serve. 

The  IME  adjustment  is  essential  to  the  survival  of  teaching  hospitals.     It  was 
intended  not  only  as  a  means  of  compensating  these  facilities  for  additional 
costs  associated  with  teaching  programs,  but  also  to  adjust  for  additional 
costs  attributable  to  more  seriously  ill,  more  expensive  to  treat  patients, 
for  whom  DRGs  do  not  fully  account.     In  FY  1989,  margins  for  major  teaching 
hospitals  would  have  been  four  times  lower,  negative  30  percent,  without  the 
IME  adjustment.     The  American  Association  of  Medical  Colleges  attests  to 
declining  margins  for  teaching  hospitals.     AHA  data  show  that  PPS  margins  for 
teaching  hospitals  have  declined  dramatically  since  FY  1986.     Furthermore,  AHA 
projects  that  in  FY  1991,  with  no  changes  in  current  hospital  payment  policy, 
the  average  teaching  hospital  will  have  a  PPS  margin  of  negative  9  percent. 
If  the  President's  IME  proposal  were  enacted,   the  average  teaching  hospital's 
PPS  margin  would  drop  to  negative  14  percent.     This  translates  to  an  average 
loss  for  teaching  hospitals  of  $300  per  Medicare  patient. 

ProPAC s  recommendation,  unlike  the  President's  proposal,  would  redistribute 
the  savings  from  teaching  hospitals  among  all  hospitals,  resulting  in  no  net 
federal  budget  savings.     Becuase  its  changes  would  be  budget-neutral,  any 
payment  reductions  due  to  lower  IME  factors  would  be  returned  to  hospitals  in 
the  form  of  higher  standardized  amounts.     While  the  President's  proposal  has  a 
negative  impact  on  all  teaching  hospitals,  ProPAC s  recommendation  would 
result  in  lower  payments  only  for  major  teaching  hosp'tials. 
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AHA  RECOMMENDATIONS  AND  CONCLUSIONS 

Proposals  to  restrict  Medicare  payments  worsen  hospitals'   already  perilous 
financial  condition.     Current  payments  for  services  fail  to  cover  costs  of 
treating  Medicare  patients.     Medicare  patients  receive  the  same  high-quality 
care  as  private  paying  patients ,  yet  the  federal  government  pays  substantially 
less  than  the  costs  of  care.     Fair  government  payment  for  hospital  services  is 
essential.     To  that  end,  on  behalf  of  AHA,  I  offer  some  specific 
recommendations  for  improvements  in  inpatient  and  outpatient  payment  policy 
under  Medicare. 

Inpatient  Payment  Policy 

Prices  should  be  recalculated  based  on  costs  defined  to  include  elements  of 
uncompensated  care  expenses  and  a  return  on  investment.  Between 
recalculations,  standardized  amounts  should  be  updated  by  the  rate  of  increase 
in  market  basket  inflation.     This  price-setting  method  ensures  predictability 
for  hospitals  and  maintains  PPS  cost -containment  goals  by  preserving 
incentives  for  cost-effective  and  cost-ef f icient  delivery  of  care. 

A  single  "base"  rate  (elimination  of  urban/rural  rate  differential)  should  be 
set  for  all  PPS  hospitals  and  be  adjusted  for  patient  characteristics, 
differences  among  hospital  markets  in  prevailing  resource  prices,  and 
variations  in  resource  use  that  are  beyond  hospital  management  control.  Such 
a  rate  would  pay  hospitals  based  on  types  of  patients  treated  and  resources 
used  and  would  take  geographic  location  into  account  only  to  adjust  for 
variations  in  resource  prices.     Movement  to  a  single-rate  system  should 
include  a  hold-harmless  provision  that  protects  hospitals  from  payment 
reductions  resulting  solely  from  movement  to  a  single  rate. 

A  revised  hospital  market  basket  index,  whose  labor  component  is  based  solely 
on  hospital  wage  inflationary  trends  rather  than  trends  in  other  sectors  of 
the  economy,  should  be  adopted. 

Problem  DRGs  should  be  refined  to  improve  PPS  sensitivity  to  differences  in 
patient  characteristics.     Refinement  is  needed  for  DRGs  that  account  for  a 
high  volume  of  Medicare  admissions  and  that  show  substantial  differences  in 
costs  among  hospitals,  or  that  contain  diagnoses  or  procedures  that  differ 
substantially  from  the  average  of  other  diagnoses  or  procedures  included  in 
the  DRG,  or  that  have  been  identified  as  incorrectly  classified  by  hospitals 
or  physicians. 

A  comprehensive  index  should  reflect  variation  in  prices  hospitals  pay  for  all 
types  of  resources,  labor  and  nonlabor,  especially  energy/utilities  and 
liability  insurance.     Pending  enactment  of  a  non- labor  adjustment,  regional 
payment  floor  provisions  due  to  expire  Oct.  1,  1990,  should  be  extended. 

Swing-bed  opportunities  should  be  expanded  to  all  urban  and  rural  hospitals 
for  transitional  care/skilled  nursing  care  for  Medicare  beneficiaries. 

Outpatient  Payment  Policy 

A  Medicare  outpatient  payment  system  should  be  established  based  on 
per-procedure  average  operating  cost  limits  (based  on  hospital  costs  only,  by 
region)  as  a  transition  to  a  procedure -based  fee  schedule. 

Exception  or  exemption  opportunities  should  be  provided  for  sole-source 
providers  in  both  urban  and  rural  settings. 

It  should  be  assured  that  legitimate  cost  differences  across  settings  and 
procedures  are  identified  and  taken  into  account  for  various  types  of 
outpatient  services  in  establishing  the  system  of  per-procedure  cost  limits 
and  ultimately  a  per-procedure  fee  schedule  system. 

CONCLUSION 

AHA  trusts  that  in  addressing  the  immediate  task  of  meeting  deficit  reduction 
targets,  Congress  will  not  lose  sight  of  long-term  consequences  that  yearly 
budgetary  decisions  have  on  the  delivery  of  health  care  services.  Providing 
health  care  for  the  aged,  disabled,  and  poor  helps  maintain  our  social  safety 
net,  but  budget-driven  decisions  threaten  to  compromise  that  commitment. 
Hospitals  cannot  continue  to  sustain  Medicare  payment  reductions  and 
redistributions  of  the  magnitude  of  those  in  previous  years,  but  must, 
instead,  have  an  adequate,  equitable  and  predictable  payment  system. 
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Chairman  Stark.  Thank  you,  Paul. 

Mr.  Munson,  I  think  I  incorrectly  identified  you.  I  guess  that  you 
are  the  executive  director  of  the  Hospital  of  the  University  of 
North  Carolina  and  representing  the  Association  of  American  Med- 
ical Colleges;  is  that  correct? 

Mr.  Munson.  Yes,  sir,  that  is  correct. 

Chairman  Stark.  I  apologize.  Would  you  like  to  proceed? 

STATEMENT  OF  ERIC  B.  MUNSON,  EXECUTIVE  DIRECTOR,  UNI- 
VERSITY OF  NORTH  CAROLINA  HOSPITALS,  CHAPEL  HILL,  N.C., 
ON  BEHALF  OF  THE  ASSOCIATION  OF  AMERICAN  MEDICAL 
COLLEGES,  ACCOMPANIED  BY  RICHARD  KNAPP,  PH.D.,  SENIOR 
VICE  PRESIDENT,  ASSOCIATION  OF  AMERICAN  MEDICAL  COL- 
LEGES 

Mr.  Munson.  I  would  like  to  proceed.  Thank  you  and  it  is  a 
privilege  to  be  here  with  you.  I  would  also  like  to  introduce  my  col- 
league, Dr.  Richard  Knapp,  who  is  the  senior  vice  president  of  the 
Association  of  American  Medical  Colleges  and  we  are  happy  to 
appear  before  you. 

In  the  interest  of  time,  I  thought  it  might  be  helpful  rather  than 
to  be  redundant  on  some  of  the  revenue  cited  issues  if  I  talked 
about  my  own  institution.  The  AAMC  represents  teaching  hospitals 
throughout  the  United  States,  I  happen  to  run  one,  and  I  am  one  of 
the  gorillas  on  the  teeter-totter  that  you  referred  to  earlier. 

And,  as  you  might  imagine,  we  support  and  appreciate  the  posi- 
tion this  committee  has  taken  historically  on  the  relevance  and  ra- 
tionale for  the  indirect  medical  education  adjustment.  We  support 
the  testimony  you  have  heard  earlier  that  describes  the  rationale 
and  justifies  the  disproportionate  share  adjustments,  the  graduate 
medical  education  direct  cost  passthrough  and  the  capital  pass- 
through. 

I  would  like  to  spend  time  describing  what  it  is  like  out  there  in 
the  trenches.  Now,  I  do  not  intend  to  be  dramatic  or  anecdotal,  but 
instead  to  describe  one  of  this  country's  important  teaching  hospi- 
tals, which  in  many  ways,  is  typical  of  the  universe  of  teaching  hos- 
pitals, but  in  many  other  ways  it  is  very  unique  and  I  would  like  to 
indulge  your  attention  on  that  for  just  a  moment. 

North  Carolina  is  an  interesting  State.  Contrary  to  what  some  of 
you  may  have  heard  elsewhere,  we  are  one  of  the  poorest  States  in 
the  United  States,  having  the  highest  infant  mortality  in  the 
United  States.  We  are  one  of  the  poorest  educated  States  in  the 
United  States,  having  the  lowest  SAT  scores  in  the  United  States. 
And  we  are  among  the  most  rural  having  the  most  outhouses  of  all 
States  in  the  Union. 

So,  it  is  very  important  that  the  University  of  North  Carolina 
and  the  people  of  North  Carolina  have  a  very  good  public  sector 
teaching  hospital.  Ours  happens  to  have  many  characteristics  of 
inner  city  urban  hospitals  in  the  instance  of  indigent  care  and  the 
like,  but  in  fact  it  is  a  665  bed  university  hospital  in  a  small  village 
of  38,000  people. 

So,  in  that  respect,  it  is  rather  unique. 
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We  have  a  $250  million  operating  budget;  we  also  enjoy  a  $35 
million  appropriation  from  the  State  of  North  Carolina  by  virtue  of 
our  being  its  only  public  sector  university  hospital. 

With  respect  to  the  cost  side  equation,  we  operate  10  intensive 
care  units,  we  have  85  percent  occupancy  hospitalwide,  virtually 
100  percent  occupancy  in  our  medical  surgical  units,  and  we  offer 
regionally  important  referral  programs  in  burn  care,  hemophilia, 
critical  care,  trauma  care,  and  organ  transplantation. 

And,  given  some  of  the  earlier  questions  from  the  panel,  I  should 
point  out  we  also  see  about  40,000  patients  per  year  in  our  emer- 
gency department. 

As  an  educational  institution,  we  have  400  interns  and  residents 
in  over  23  subspecialties.  We  also  have  trainees  in  nursing,  and  all 
the  various  therapists,  radiology  technologist,  med  techs,  and  so 
forth.  We  are  the  fourth  largest  public  medical  school  measured  in 
terms  of  basic  and  clinical  research  enjoying  $70  million  of  NIH 
support  at  the  university's  medical  school. 

Our  patient  profile  is  very  relevant  to  the  issues  that  you  are 
struggling  with.  Ten  percent  of  our  patient  population  is  totally  in- 
digent, and  25  percent  is  Medicaid,  which  pays  us  75  cents  on  the 
dollar,  I  will  come  back  to  that  in  a  minute.  Thirty  percent  of  our 
patient  population  is  Medicare,  and  the  final  35  percent  enjoy  pri- 
vate or  commercial  insurance. 

The  economic  profile  of  our  hospital  is  where  we  appear  rather 
unique  compared  to  some  of  the  hospitals  you  are  considering.  We 
have  no  endowment,  therefore  no  endowment  income.  We  operate 
with  no  margin  at  fiscal  year  end  on  a  cash  basis,  we  have  no  re- 
serves accrued  from  prior  years  margins,  and  we  have  no  funded 
depreciation. 

In  fiscal  year  1990,  we  are  going  to  lose  $2  million  on  Medicare 
business.  We  carry  no  debt.  Fifty  percent  of  our  physical  space  is 
over  40  years  old.  We  did  incur  some  debt  in  order  to  replace  some 
of  our  buildings. 

And,  sir,  I  say  respectfully,  we  do  no  "book  cooking"  with  respect 
to  our  diagnostic  mix.  Our  positions  on  the  issues  before  you  are 
reflected  in  our  formal  statement  which  is  a  matter  of  record. 

To  repeat,  we  support  sustaining  the  indirect  medical  education 
adjustment  at  its  present  level  or  one  in  that  ballpark.  We  believe 
it  is  truly  a  viable  proxy  for  very  real  patient  severity  measures  in 
teaching  hospitals. 

We  support  sustaining  graduate  medical  education  direct  costs 
and  importantly,  the  supervisory  elements  of  faculty  and  related 
over  head.  We  oppose  the  administration's  proposed  cuts  in  both 
those  areas. 

I  would  like  to  turn  my  final  few  comments  to  the  issue  of  costs. 
We  have  talked  a  lot  today  about  revenue;  I  believe  we  should  talk 
some  about  costs.  It  was  clearly  a  feature  in  your  opening  remarks, 
Mr.  Chairman,  and  we  think  very  appropriately  so. 

On  the  cost  side,  we  believe  that  we  are  doing  a  good  job.  We 
care  about  costs,  but  there  are  some  very  major  ones  that  are  un- 
avoidable. Mr.  Rettig  has  already  talked  about  man  power. 

Presently  we  have  a  thousand  nursing  slots— nursing  FTE's,  in 
the  hospital  family;  200  of  those  positions  are  vacant.  We  are 
paying  double  the  prevailing  salary  to  bring  in  traveling  nurses 


76 


from  around  the  country.  We  are  paying  them  double  the  hourly 
wage  that  we  pay  our  full-time  help  just  to  keep  the  beds  open. 

Our  special  care  units  have  widely  fluctuating  utilization.  Our 
23-bed  regional  burn  center,  which  is  the  most  important  in  the 
Southeast,  some  days  will  have  a  census  of  8  patients,  in  the 
middle  of  the  winter  we  will  have  a  census  of  23.  So,  the  standby 
costs  of  those  important  special  care  units  is  a  cost  that  is  impor- 
tant to  society  but  large  in  scope. 

There  are  also  some  necessary  inefficiencies  attendant  to  the 
educational  process.  We  use  more  uniforms,  we  use  more  laundry, 
we  have  more  physical  space,  we  do  more  laboratory  tests,  we  do 
more  x  rays  by  virtue  of  the  educational  process. 

And  then  finally  and  probably  the  thing  we  struggle  with  the 
most  is  the  high  cost  patient.  I  shall  give  you  two  examples. 

In  our  burn  center  the  average  cost  per  patient  day  is  $2,500  per 
patient  per  day.  Many  of  those  patients  are  Medicaid  eligible.  Med- 
icaid pays  us  $750  per  day  on  patients  that  cost  $2,500. 

Hemophilia.  Last  year  we  had  a  26-year-old  young  man — hemo- 
philias are  bleeders  as  you  know — and  in  order  to  keep  hemophili- 
acs from  contracting  aids  by  spoiled  blood  products,  we  now  admin- 
ister factor  8  when  preparing  hemophiliacs  for  surgery  and  other 
special  treatment. 

Factor  8  is  a  very  expensive  drug  product,  a  blood-related  prod- 
uct. This  young  26-year-old  had  a  discharge  bill  after  only  3  weeks 
in  the  hospital  of  $450,000  by  virtue  of  having  $400,000  worth  of 
factor  8  administered  to  him  in  order  to  keep  him  from  bleeding  to 
death  during  surgery. 

Those  are  high  costs  and  high  ethics  kinds  of  issues  that  we  all 
struggle  with.  Adding  to  the  list,  you  have  already  heard  and  mem- 
bers of  your  committee  have  talked  about  the  impact  of  aids  on 
teaching  hospitals,  the  impact  of  trauma  centers  on  teaching  hospi- 
tals, and  the  impact  of  special  care  units,  many  of  which  have  ter- 
minally ill  patients  on  various  mechanical  devices  to  prolong  life. 

All  of  those  contribute  to  the  cost  equation.  We  respect  your  in- 
terest in  the  issue  of  cost  and  consumption,  we  struggle  with  it 
every  day.  I  would  like  to  assure  you  and  the  members  of  the  com- 
mittee that  we  believe  we  are  doing  a  fairly  decent  job  of  that. 

I  would  like  to  close  by  suggesting  that  the  one  issue  that  cer- 
tainly the  Federal  Government  has  a  very  real  interest  in  that  has 
not  gotten  a  lot  of  air  time  today  is  the  disarray  in  the  world  of 
Medicaid. 

I  believe  that  Mr.  Donnelly  was  right  on  the  mark  when  he  said 
that  providers,  both — this  is  a  personal  view  now — both  providers 
in  terms  of  hospitals  and  providers  in  terms  of  medical  staff  should 
not  be  allowed  to  participate  and  enjoy  Medicare  participation  and 
opt  out  of  Medicaid  participation. 

That  is  a  personal  view,  but  I  thought  it  was  right  on  the  mark 
and  I  wish  he  could  have  heard  my  reaction  to  it. 

I  think  with  that  I  will  close  and  entertain  your  questions.  Once 
again,  as  I  said  at  the  beginning,  Dr.  Knapp  and  I  are  happy  to  be 
here  and  we  enjoy  the  opportunity  to  engage  in  this  dialog. 

[The  statement  of  Mr.  Munson  follows:] 
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TESTIMONY  OF  ERIC  B.  MUNSON 
ASSOCIATION  OF  AMERICAN  MEDICAL  COLLEGES 

The  Association  of  American  Medical  Colleges  (AAMC),  which  represents  all  of  the 
nation's  medical  schools,  92  faculty  societies,  and  over  350  major  teaching  hospitals  that 
participate  in  the  Medicare  program,  welcomes  the  opportunity  to  provide  testimony  on 
the  Administration's  Fiscal  Year  1991  budget  proposals  for  Medicare.  In  federal  fiscal 
year  1988,  nonfederal  members  of  the  AAMC's  Council  of  Teaching  Hospitals  (COTH) 
accounted  for  nearly  2  million,  or  18  percent,  of  Medicare  discharges. 

The  Administration's  budget  proposals  call  for  legislation  that  would  reduce  the 
growth  in  Medicare  program  expenditures  by  $5.5  billion  in  FY  1991.  Payments  for 
hospital  inpatient  services  under  Medicare  Part  A  provisions  would  be  reduced  by 
almost  $3.4  billion,  representing  62  percent  of  the  proposed  savings  in  the  Medicare 
program.  While  all  of  the  Administration's  health  care  budget  proposals  are  of  interest 
to  hospitals,  three  proposals  to  change  payments  in  the  Medicare  system  are  of  special 
concern  to  teaching  hospitals: 

the  proposed  reduction  in  the  Medicare  indirect  medical  education  (IME) 
adjustment  from  its  current  7.7  percent  for  each  0.1  increase  in  the  ratio 
of  residents-to-beds  to  4.05  percent; 

the  proposed  elimination  of  Medicare  direct  medical  education  payments 
for  the  cost  of  salaries  of  faculty  who  supervise  physicians  in  training  and 
for  institutional  overhead  costs;  and 

the  proposed  ten  percent  "across  the  board"  reduction  in  hospital 
outpatient  department  payments. 

Each  of  these  proposed  changes  would  result  in  a  substantial  reduction  in 
Medicare  revenues  for  teaching  hospitals.  Of  the  $3.4  billion  proposed  reduction  in  FY 
1 991  Medicare  expenditures  for  inpatient  hospital  services,  over  $1 .2  billion,  or  nearly 
36  percent,  would  be  achieved  by  cutting  the  indirect  medical  education  adjustment  and 
direct  medical  education  payments  to  teaching  hospitals.  Proposed  reductions  in  these 
two  payments  to  teaching  hospitals  account  for  22  percent  of  the  total  proposed 
savings  in  the  Medicare  program  budget.  Collectively,  the  resulting  decrease  in 
revenues  caused  by  these  proposals  would  seriously  threaten  the  financial  stability  of 
teaching  hospitals,  affecting  access  to  care  and  quality  of  care  received  by  Medicare 
beneficiaries  and  other  patients. 

Indirect  Medical  Education  Adjustment 

Teaching  hospitals  provide  an  environment  for  biomedical  research  and  medical 
education,  in  addition  to  producing  primary,  secondary,  and  tertiary  patient  care. 
Congress  has  recognized  that  the  additional  missions  of  teaching  hospitals  increase 
their  costs  and  has  supplemented  Medicare  inpatient  payments  to  teaching  hospitals 
with  the  indirect  medical  education  adjustment  in  the  Medicare  Prospective  Payment 
System  (PPS).  However,  the  "indirect  medical  education"  adjustment  is  mislabeled  and 
its  purpose  is  misunderstood  by  some.  While  its  title  has  led  many  to  believe  this 
adjustment  to  the  Diagnosis  Related  Group  (DRG)  prices  compensates  hospitals  solely 
for  education,  its  purpose  is  much  broader.  Both  the  House  Ways  and  Means  and 
Senate  Finance  Committees  specifically  identified  the  rationale  behind  the  adjustment: 


This  adjustment  is  provided  in  light  of  doubts... about  the  ability  of  the  DRG 
case  classification  system  to  account  fully  for  factors  such  as  severity  of 
illness  of  patients  requiring  the  specialized  services  and  treatment 
programs  provided  by  teaching  institutions  and  the  additional  costs 
associated  with  the  teaching  of  residents.. .the  adjustment  for  indirect 
medical  education  costs  is  only  a  proxy  to  account  for  a  number  of  factors 
which  may  legitimately  increase  costs  in  teaching  hospitals  (House  Ways 
and  Means  Report,  Number  98-25,  March  4,  1983  and  Senate  Finance 
Committee  Report,  Number  98-23,  March  11,  1983). 
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The  Administration's  proposal  to  reduce  the  IME  adjustment  from  its  current  7.7 
percent  for  each  0.1  increase  in  the  ratio  of  interns  and  residents-to-beds  to  4.05 
percent  would  substantially  harm  the  financial  viability  of  teaching  hospitals.  AAMC 
analysis  of  hospital  financial  data  for  1 986  through  1 989,  provided  by  46  members  of 
the  AAMC's  Council  of  Teaching  Hospitals  who  are  listed  at  the  end  of  this  testimony, 
suggests  any  reduction  in  the  IME  adjustment  will  substantially  harm  teaching  hospitals. 
PPS  margins  have  dropped  dramatically  during  this  period  (Table  1).  Average  PPS 
margins  for  these  hospitals  fell  from  20.7  percent  in  1 986  to  4.5  percent  in  1 989.  Of  the 
46  hospitals  in  Table  1 ,  32  (70  percent)  reported  lower  PPS  margins  in  1 989  compared 
to  1988.  While  no  hospital  had  a  negative  PPS  margin  in  1986,  by  1989  sixteen 
hospitals  had  PPS  margins  less  than  zero. 

For  this  analysis,  PPS  margin,  one  of  two  closely  watched  measures  of  hospital 
financial  performance,  is  defined  as  PPS  revenue  (DRG  payment,  disproportionate  share 
payment,  IME  payment  and  outlier  payments)  less  Medicare  inpatient  operating  costs, 
divided  by  PPS  revenue.  This  definition  excludes  Medicare  revenue  and  costs 
associated  with  capital,  direct  medical  education,  PPS  exempt  patient  care  units,  and 
some  other  categories.  In  most  cases,  payments  for  these  cost  components  are  made 
on  a  cost  or  less-than-cost  reimbursement  basis,  so  the  margin  for  these  items  is 
generally  negative.  Therefore,  the  margins  for  Medicare  inpatient  beneficiaries  are  less 
than  the  PPS  margins  shown  in  this  analysis. 

Policy  actions  such  as  changes  in  future  payment  rates  are  based  on  historical 
data  and  reflect  assumptions  about  current  year  impact.  It  is  important  to  realize  that 
the  Administration's  FY  1991  budget  proposals  affecting  teaching  hospitals  are  based 
on  assessments  of  hospital  financial  data  from  the  fifth-year  of  PPS  (1988).  Hospitals 
are  now  experiencing  the  seventh-year  of  PPS  (1990),  so  PPS  margins  calculated  from 
1 988  or  1 989  data  do  not  reflect  the  current  financial  status  of  teaching  hospitals.  PPS 
margins  for  1 990  are  expected  to  be  lower  than  1 989  margins. 

The  AAMC  strongly  supports  the  consideration  of  overall  hospital  financial 
performance,  as  measured  by  total  margin,  in  determining  the  level  of  the  adjustment. 
For  the  46  COTH  members,  the  average  total  margin,  which  includes  all  patient  care 
operations,  government  appropriations,  and  other  income  from  investments  and 
philanthropy,  declined  from  6.0  percent  in  1 986  to  3.4  percent  in  1 989.  Total  margins 
have  remained  consistently  lower  than  PPS  margins  during  these  years  because  factors 
other  than  PPS  payments,  such  as  uncompensated  care,  affect  the  overall  financial 
performance  of  teaching  hospitals. 

Table  2  uses  1989  data  to  demonstrate  the  impact  of  various  types  of  PPS 
payments  on  hospital  margins  and  the  effect  of  cutting  the  IME  adjustment  to  4.05 
percent  as  proposed  in  the  Administration's  budget.  On  average,  PPS  margins 
calculated  with  the  DRG  and  outlier  payments  and  the  current  IME  adjustment,  but 
without  the  disproportionate  share  (DSH)  adjustment  which  partially  compensates 
hospitals  with  significant  shares  of  low-income  patients,  are  close  to  zero.  The  IME 
adjustment  makes  a  significant  contribution  to  reducing  the  large  losses,  from  -34.5 
percent  to  -0.8  percent,  that  would  result  if  payment  were  limited  to  the  DRG  rate  plus 
outliers.  The  addition  of  the  DSH  payment  to  the  margin  calculation  moves  the  average 
PPS  margin  to  4.5  percent.  If  the  IME  adjustment  had  been  reduced  from  7.7  percent 
to  4.05  percent  as  proposed  by  the  Administration,  the  average  PPS  margin  would  have 
fallen  from  4.5  percent  to  negative  -7.8  percent,  a  reduction  of  over  12  percentage 
points.  It  is  important  to  remember  that  the  inclusion  of  capital  and  direct  medical 
education,  cost  components  that  are  paid  by  Medicare  on  a  cost  or  less-than-cost 
reimbursement  basis,  in  the  margin  calculation  would  have  resulted  in  an  even  lower 
Medicare  inpatient  margin. 
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The  IME  and  DSH  adjustments  constitute  a  significant  portion  of  total  PPS 
payments,  but  in  the  absence  of  a  DSH  payment,  hospitals  tend  to  have  negative  PPS 
margins  at  the  current  IME  adjustment  level.  Table  3  shows  that  between  one-fourth 
and  one-third  of  these  hospitals'  total  PPS  payments  can  be  attributed  to  these 
adjustments.  Five  of  the  six  hospitals  receiving  no  DSH  payment  reported  negative  PPS 
margins  in  1989.  It  should  also  be  noted,  however,  that  a  high  percentage  of  IME  and 
DSH  payments  relative  to  the  total  payment  does  not  necessarily  guarantee  a  large 
positive  margin. 

The  early  years  of  the  prospective  payment  system  are  now  over,  and  the  current 
system  is  significantly  different  from  the  system  that  produced  headlines  about  teaching 
hospital  profitability.  The  hospital-specific  payment  component  which  was  overstated 
is  no  longer  used  to  determine  payments.  The  IME  adjustment  has  been  substantially 
reduced  without  the  addition  of  a  severity  adjustment.  Finally,  the  annual  increases  in 
DRG  prices  have  been  lower  than  the  increases  in  goods  and  services  purchased  by 
hospitals.  As  a  result,  teaching  hospital  PPS  margins  are  declining  and  are  expected 
to  be  even  lower  in  1990.  The  adjustments,  including  the  IME  adjustment,  will  be 
increasingly  important  to  teaching  hospitals. 

Recent  analyses  of  the  overlapping  relationship  between  the  IME  and  DSH 
adjustments  have  led  some  policy  makers  to  conclude  that  teaching  hospitals  would  not 
be  harmed  by  a  reduction  in  the  IME  adjustment.  A  reduction  in  the  indirect  medical 
education  adjustment  affects  all  teaching  hospitals,  reducing  the  margins  for  institutions 
regardless  of  their  low-income  patient  share.  AAMC  analysis  suggests  that  any 
reduction  in  the  IME  adjustment  would  harm  major  teaching  hospitals,  particularly  those 
institutions  that  do  not  receive  significant  DSH  payments.  Many  of  these  hospitals 
already  have  negative  PPS  margins  at  the  current  level  of  the  IME  adjustment. 

The  indirect  medical  education  payment  is  an  important  equity  factor  in  the 
Medicare  prospective  payment  system,  compensating  teaching  hospitals  for  the  severity 
of  their  patients'  illnesses,  the  scope  of  services  provided,  and  the  impact  of  educational 
programs  on  hospital  operating  costs.  Teaching  hospitals  will  not  be  able  to  withstand 
a  reduction  in  the  IME  adjustment,  particularly  since  margins  for  both  Medicare  and 
non-Medicare  cases  are  dropping  rapidly.  Therefore, 

the  Association  of  American  Medical  Colleges  firmly  opposes  any 
proposed  reduction  in  the  IME  adjustment  below  its  current  level  of  7.7 
percent  for  each  0.1  increase  in  a  hospital's  ratio  of  residents-to-beds. 

Direct  Medical  Education  Costs 

In  addition  to  providing  medical  care  to  individual  patients,  teaching  hospitals 
provide  the  resources  for  the  clinical  education  of  physicians,  nurses,  and  allied  health 
professionals.  To  provide  this  experientially-based  clinical  training,  hospitals  incur 
educational  costs  related  to  patient  care.  These  added  costs  include  resident  stipends 
and  benefits,  salaries  and  benefits  for  faculty  supervision  of  trainees,  classroom  space, 
supplies,  clerical  support,  and  allocated  overhead.  Medicare  has  always  shared  in  the 
costs  of  these  approved  education  activities  on  a  reasonable  cost  basis.  Not  to  be 
confused  with  the  purpose  or  methodology  of  the  indirect  medical  education  adjustment 
in  the  prospective  payment  system,  the  Medicare  program  makes  a  separate  payment 
to  teaching  hospitals  for  its  share  of  allowable  direct  health  professions  education  costs. 

The  passage  of  the  Consolidated  Omnibus  Budget  Reconciliation  Act  (COBRA)  (P.L 
99-272)  in  1986  changed  the  method  of  payment  and  placed  restrictions  on  Medicare 
reimbursement  for  physicians  in  graduate  training  (residents).  Intended  to  limit  the 
amount  of  direct  costs  that  could  be  "passed  through"  to  the  Medicare  program  and  to 
discourage  extended  subspecialty  training,  COBRA  requires  the  calculation  of  a  hospital- 
specific  per  resident  amount,  based  on  1 984  costs  and  updated  to  adjust  for  inflation. 
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Each  hospital's  per  resident  amount  is  determined  by  dividing  its  allowable  costs  by  its 
number  of  residents.  These  per  resident  payments  are  to  become  effective  retroactively 
to  July  1 ,  1 985.  Although  COBRA  limits  payment  of  allowable  direct  medical  education 
costs,  it  still  acknowledges  the  historical  scope  of  direct  medical  education  costs, 
including  the  salaries  and  fringe  benefits  of  residents  and  supervising  faculty  physicians 
and  institutional  overhead  costs. 

Teaching  hospitals  have  yet  to  experience  the  impact  of  the  COBRA-legislated 
changes  for  direct  medical  education  costs,  because  final  regulations  were  published 
only  recently  (September  29,  1989,  54  Federal  Register  40285)  and  have  not  been 
implemented.  Guidelines  for  auditing  hospitals'  per  resident  amounts  have  been  issued 
only  in  draft  form. 

For  the  vast  majority  of  the  nation's  major  teaching  hospitals  the  new  method  of 
payment  will  reduce  revenues  intended  to  cover  the  costs  incurred  by  hospitals  in 
providing  medical  education.  Nonetheless,  the  Administration  has  proposed  to  further 
reduce  payment  for  direct  medical  education  by  establishing  a  per  resident  payment 
derived  from  the  national  average  of  FY  1987  salaries  paid  to  residents  updated  for 
inflation.  The  Administration's  proposal  departs  from  the  historical  recognition  of  the 
broad  scope  of  direct  medical  education  costs  by  eliminating  payment  for  the  costs  of 
supervisory  faculty  salaries,  and  allocated  overhead.  The  proposal  would  certainly  result 
in  decreased  funding  for  medical  education  at  a  time  when  the  effects  of  the  COBRA 
legislation  on  teaching  hospitals  are  still  unclear. 

The  elimination  of  payment  for  the  costs  of  supervisory  faculty  salaries  in 
particular  would  have  a  significant  adverse  effect  on  the  quality  of  both  patient  care  and 
residency  training  programs  in  the  nation's  teaching  hospitals.  Graduate  medical 
education  is  based  on  the  premise  that  residents  learn  best  by  participating,  under 
supervision,  in  the  day-to-day  care  of  patients.  Residents  are  major  contributing 
members  of  the  professional  team  that  cares  for  patients  and  ample  supervision  is 
necessary  to  monitor  appropriately  residents'  development  in  an  environment  of  rapidly 
changing  practice  patterns.  Recent  public  and  media  attention  to  the  issues  of 
residents'  supervision  and  working  hours  has  led  to  state  governmental  efforts  to  set 
minimum  requirements  for  supervision  and  to  restrict  residents'  working  hours. 
Supervising  physicians  must  judge  the  clinical  capabilities  of  residents,  provide  residents 
with  the  opportunities  to  exercise  progressively  greater  independence,  and  ensure  that 
the  care  of  patients  is  not  compromised.  This  supervising  responsibility  requires 
substantial  time  and  commitment,  and  must  be  compensated.  The  AAMC  believes  that 
third-party  payers,  including  Medicare,  must  support  their  proportionate  share  of  the 
costs  of  supervision  and  other  related  educational  costs  to  help  ensure  high  quality 
patient  care,  and  to  preserve  the  high  quality  of  residency  programs.  In  light  of  the 
need  to  provide  adequate  supervision  of  residents  in  the  care  of  Medicare  beneficiaries 
and  other  patients,  and  the  unknown  effects  of  the  COBRA  legislation  on  the  nation's 
physician  training  programs, 

the  Association  of  American  Medical  Colleges  firmly  opposes  any  legislative 
changes  in  the  current  payment  system  for  direct  graduate  medical  education 

costs. 

Hospital  Outpatient  Department  Payments 

By  enacting  the  Medicare  prospective  payment  system  in  1 983  as  a  way  to  pay 
hospitals  for  the  cost  of  inpatient  services,  the  federal  government  intended  to  slow  the 
growth  in  health  care  expenditures  and  to  give  hospitals  a  financial  incentive  to  provide 
services  efficiently.  One  of  the  ways  in  which  hospitals  responded  to  these  incentives 
was  to  shift  the  provision  of  some  traditionally  inpatient  services  to  the  outpatient 
setting.  As  a  result,  utilization  of  outpatient  services  has  increased.  In  recent  years 
Congress  has  recognized  the  need  to  control  the  growth  in  Medicare  outpatient 
expenditures  and  has  modified  the  traditional  cost-based  reimbursement  of  hospital 
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outpatient  services  in  anticipation  of  a  fully  prospective  payment  system  for  all  outpatient 
services.  Some  prospective  pricing  methods  of  payment  have  already  been  mandated 
for  clinical  laboratory  services,  many  outpatient  surgical  services,  and  a  number  of 
outpatient  diagnostic  services.  These  different  methods  of  payment  constitute  an  interim 
step  in  the  reform  of  the  Medicare  outpatient  payment  system. 

While  the  details  of  a  completely  prospective  payment  system  for  outpatient 
services  are  still  under  consideration,  the  Administration  has  proposed  a  ten  percent 
"across-the-board"  reduction  in  Medicare  payments  for  certain  hospital  outpatient 
services,  beginning  in  FY  1991.  The  Administration  has  offered  no  rationale  or  empirical 
evidence  for  the  proposed  ten  percent  reduction  in  hospital  outpatient  payments  other 
than  the  need  to  control  the  growth  in  expenditures  for  Medicare  hospital  outpatient 
services. 

The  burden  of  this  arbitrary  proposed  policy  would  fall  disproportionately  on 
teaching  hospitals,  potentially  affecting  access  to  services  and  quality  of  care  available 
to  Medicare  beneficiaries  and  other  individuals.  Many  teaching  hospitals,  located 
primarily  in  urban  areas,  have  established  large  clinics  and  primary  care  services  to 
meet  neighborhood  health  care  needs  and  to  provide  a  well-rounded  educational 
experience  for  medical  students  and  residents.  Major  teaching  hospitals  are  larger  and 
have  more  outpatient  and  emergency  visits  than  most  community  hospitals.  In  1987, 
nonfederal  members  of  the  Council  of  Teaching  Hospitals  provided  52  million  non- 
emergency outpatient  visits.  Although  accounting  for  only  6  percent  of  the  nation's 
hospitals,  COTH  members  had  31  percent  of  all  non-emergency  outpatient  visits. 

Recent  changes  in  third-party  reimbursement,  increased  competition,  controlled 
health  care  spending  by  state  and  local  governments  and  continued  federal  efforts  to 
reduce  Medicare  payments  to  teaching  hospitals  have  resulted  in  decreased  revenues 
for  teaching  hospitals.  Reduced  revenues  produce  financial  stress  on  teaching 
hospitals,  and  ultimately  have  an  impact  on  patient  care  programs. 

Efforts  are  underway  to  replace  the  present  Medicare  payment  system  for 
hospital  outpatient  services  with  a  fully  prospective  payment  system.  The 
Administration's  proposal  to  reduce  certain  hospital  outpatient  payments  by  ten  percent, 
apparently  proposed  as  a  simple  way  to  slow  the  growth  in  Medicare  outpatient 
payments,  has  no  empirical  basis.  If  hospitals  are  being  inappropriately  compensated 
for  the  provision  of  outpatient  services,  refinements  to  the  payment  system  should  be 
made  on  the  basis  of  empirical  study.  A  short-sighted,  poorly  conceived  policy  to 
reduce  payments  by  some  arbitrary  amount  could  have  serious  implications  for  access 
to  and  quality  of  hospital  outpatient  services.  Therefore, 

the  Association  of  American  Medical  Colleges  firmly  opposes  any  reduction  in 
Medicare  payments  for  hospital  outpatient  services. 


Conclusion 

The  Medicare  program  has  been  a  frequent  target  for  proposed  reductions  in 
federal  spending,  and  for  the  past  several  years  has  provided  a  substantial  share  of  the 
budget  savings  needed  by  Congress  to  reach  budget  targets.  Within  the  Medicare 
budget,  cuts  in  the  direct  medical  education  payment  and  the  indirect  medical  education 
adjustment  are  easy  targets  because  their  education  labels  are  perceived  as 
inconsistent  with  a  patient  services  program. 

The  Administration's  FY  1991  Medicare  budget  proposals  for  inpatient  hospital 
services  would  have  a  significant  adverse  affect  on  teaching  hospitals.  Nearly  36 
percent  of  the  $3.4  billion  proposed  reduction  in  payments  for  inpatient  hospital  services 
would  come  from  decreased  direct  medical  education  payments  and  lower  indirect 
medical  education  payments  to  teaching  hospitals.    If  Congress  adopts  additional 
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proposed  reductions  affecting  all  hospitals,  the  nation's  teaching  hospitals  win 
experience  even  greater  financial  distress.  Recent  data  have  shown  that  teaching 
hospitals'  average  total  financial  margins  are  lower  than  any  other  type  of  hospital  and 
these  margins  continue  to  decline.  The  financial  success  or  failure  of  hospitals  could 
affect  access  to  care  and  quality  of  care  received  by  Medicare  beneficiaries  and  other 
patients. 

Teaching  hospitals  are  an  important  component  of  the  nation's  health  care 
system,  providing  all  levels  of  patient  care  services,  including  tertiary  care;  serving  as 
primary  sites  for  the  clinical  education  of  health  manpower,  including  physicians,  nurses, 
and  allied  health  professionals;  and  providing  the  environment  for  the  conduct  of  clinical 
research  and  the  introduction  of  new  technologies.  The  current  emphasis  on  re- 
examining national  policies  in  light  of  limited  public  resources  places  teaching  hospitals 
and  their  vital  activities  at  risk  if  their  special  roles  and  nature  are  not  appreciated.  A 
reduction  in  the  IME  adjustment,  or  in  payments  for  direct  medical  education  costs  or 
hospital  outpatient  services,  would  constitute  a  severe  economic  hardship  for  teaching 
hospitals.  National  policy  on  health  care  delivery  and  payment  must  recognize  the 
unique  characteristics  and  diversity  of  teaching  hospitals  so  that  their  fundamental 
missions  can  be  preserved.  A  poorly  conceived  or  short-sighted  policy  to  reduce 
payments  to  teaching  hospitals  will  undermine  the  ability  of  these  institutions  to  fulfill 
their  multiple  responsibilities. 
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TABLE  1 :      PPS  MARGINS  IN  SELECTED  ACADEMIC  MEDICAL 
CENTER  HOSPITALS:  FY  1986 -FY  1989 
RANKED  BY  FY  1989  PPS  MARGIN 

TOTAL 

  PPS  MARGINS    MARGIN 


HOSPITAL 

FY  86 

FY  87 

FY  88 

FY  89 

FY  89 

A 

30 

8% 

33. 

5% 

24. 

8% 

37  .  1% 

3.8% 

B 

28 

6 

21. 

2 

22. 

8 

36.7 

-0.8 

C 

22 

5 

29 

1 

33. 

5 

34.4 

7.4 

D 

25 

4 

28 

4 

31. 

7 

30.4 

13.6 

E 

36 

0 

25 

1 

29. 

2 

28.3 

-1.7 

F 

39 

3 

11 

9 

13 

6 

27.8 

-4.0 

G 

27 

1 

13 

7 

14 

8 

22.0 

-0.04 

H 

24 

6 

13 

8 

15 

7 

22.0 

3.6 

I 

32 

9 

16 

5 

20 

8 

19.7 

6.1 

J 

31 

8 

22 

7 

16 

7 

18.5 

3.2 

K 

23 

5 

15 

9 

17 

0 

16.6 

4.7 

L 

14 

9 

14 

4 

18 

4 

16.3 

6.9 

M 

23 

1 

17 

1 

13 

8 

15.2 

2.4 

N 

7 

7 

9 

0 

24 

3 

14.7 

0.0 

0 

24 

2 

28 

3 

14 

5 

14.7 

3.6 

P 

25 

3 

22 

0 

17 

9 

14.7 

5.5 

Q 

14 

4 

13 

8 

-6 

1 

12.3 

-1.2 

R 

24 

5 

21 

6 

16 

4 

10.0 

2.3 

S 

17 

8 

10 

8 

2 

8 

9.2 

-2.9 

T 

17 

6 

13 

5 

16 

0 

8.6 

5.8 

U 

33 

6 

26 

4 

27 

5 

7.8 

2.4 

V 

12 

3 

7 

1 

5 

4 

7.8 

1.5 

W 

25 

1 

19 

5 

12 

5 

7.8 

7.3 

X 

26 

8 

15 

3 

9 

8 

6.7 

10.7 

Y 

9 

0 

19 

1 

17 

1 

6.6 

8.3 

Z 

5 

9 

16 

9 

4 

1 

6.5 

0.8 

AA 

27 

3 

17 

9 

17 

8 

6.4 

5.3 

BB 

20 

7 

7 

0 

-0 

7 

3.5 

5.9 

CC 

12 

7 

10 

7 

11 

3 

2.6 

1.9 

DD 

28 

9 

14 

2 

1 

4 

1.0 

3.5 

EE 

23 

6 

9 

9 

5 

7 

-2.1 

3.5 

FF 

2 

7 

-4 

8 

-1 

7 

-2.9 

5.3 

GG 

12 

8 

19 

9 

7 

9 

-3.0 

1.7 

HH 

1  D 

7 

1U 

7 

1 

c 
J 

i 

-3.5 

2.6 

1 1 

18 

1 

25 

9 

5 

8 

-  4  1 

- 1  0 

JJ 

22 

.8 

5 

.6 

19 

7 

-4.5 

-0.7 

KK 

18 

.8 

15 

2 

8 

8 

-4.6 

-0.6 

LL 

23 

4 

15 

6 

10 

2 

-6.8 

2.7 

MM 

14 

9 

11 

4 

-7 

7 

-8.9 

3.3 

NN 

35 

0 

32 

.3 

-3 

6 

-9.4 

3.2 

00 

6 

6 

2 

.1 

-7 

3 

-9.6 

13.6 

PP 

20 

0 

14 

.8 

4 

6 

-11.3 

4.5 

QQ 

11 

7 

6 

.5 

-9 

2 

-11.8 

5.1 

RR 

18 

.7 

17 

.2 

10 

.8 

-16.6 

8.1 

SS 

28 

.1 

11 

.1 

3 

9 

-19.2 

4.9 

TT 

20 

.9 

16 

.1 

9 

.3 

-28.3 

5.5 

MEDIAN 

23 

.0% 

15 

.5% 

11 

.9% 

7.3% 

3.5% 

AVERAGE 

20 

.7% 

16 

.1% 

10 

.6% 

4.5% 

3.4% 

(WEIGHTED) 

SOURCE:     ASSOCIATION  OF  AMERICAN  MEDICAL  COLLEGES. 

FY  1989  COTH  SURVEY  OF  HOSPITALS'  FINANCIAL 
AND  GENERAL  OPERATING  DATA. 
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TABLE  2:   CONTRIBUTION  OF  PPS  PAYMENTS  TO  SELECTED  ACADEMIC  MEDICAL 
CENTER  HOSPITALS'  PPS  MARGINS:     FY  1989 
RANKED  BY  DRG  PAYMENT,  OUTLIERS,  DSH  AND  IME  @  4.05% 

PAYMENT 

PAYMENT  PAYMENT  PAYMENT  WITH 

DRG  PAYMT  WITH  WITH  WITH.      OUTLIERS  & 

LESS  OPER        OUTLIERS     OUTLIERS  &      OUTLIERS,       DSH  &  IME 
HOSPITAL  COSTS  ONLY  IME  ONLY      IME  &  DSH        &  4.05% 


B 

-14. 

5% 

-5. 

1% 

23. 

6% 

36.7% 

29. 

0% 

A 

-9. 

9 

0. 

0 

29. 

3 

37.1 

28. 

1 

C 

-8. 

5 

-0. 

7 

23. 

6 

34.4 

27. 

1 

D 

-12. 

2 

-7. 

5 

21. 

3 

30.4 

21. 

5 

F 

-36. 

3 

-25. 

3 

12. 

8 

27.8 

17. 

9 

E 

-21. 

2 

-14. 

4 

22. 

4 

28.3 

16. 

3 

G 

-18. 

6 

-12. 

5 

9. 

4 

22.0 

15. 

2 

I 

-19. 

3 

-12. 

6 

11. 

.1 

19.7 

11. 

6 

H 

-23. 

0 

-18. 

9 

19. 

.0 

22.0 

8. 

4 

J 

-29. 

.1 

-18. 

3 

13. 

.0 

18.5 

7. 

5 

M 

-38, 

.9 

-19. 

.0 

7. 

.9 

15.2 

5. 

8 

N 

-20. 

.1 

-13. 

9 

10 

,3 

14.7 

5. 

6 

K 

-40. 

.6 

-28. 

6 

6 

,6 

16.3 

5, 

,1 

0 

-35, 

.3 

-21. 

7 

8. 

,4 

14.7 

4, 

,1 

L 

-31 

,7 

-24. 

7 

11 

.5 

16.6 

4, 

,0 

P 

-28 

.9 

-20. 

.1 

10 

.8 

14.7 

3, 

2 

Q 

-42. 

.9 

-29. 

.5 

i 

.5 

12.3 

2, 

.4 

T 

-26 

.1 

-16. 

,2 

0 

.5 

7.8 

1. 

.5 

S 

-24 

.  3 

-14. 

.8 

6 

.4 

8.6 

0. 

.1 

R 

-29 

.9 

-24, 

.8 

6 

.5 

10.0 

-1. 

.9 

X 

-19 

.9 

-15, 

.6 

6 

.5 

6.5 

-2 

.8 

V 

-40 

.3 

-27 

.9 

3 

.8 

7.8 

-3 

.9 

U 

-56 

.3 

-38 

.8 

3 

.6 

9.2 

-5. 

.3 

Y 

-50 

.3 

-32 

.0 

2 

.0 

6.6 

-5. 

.9 

w 

-50 

.5 

-40 

.2 

0 

.9 

7.8 

-6 

.2 

CC 

-51 

.7 

-33 

.7 

-1 

.5 

2.6 

-9 

.4 

z 

-53 

.5 

-44 

.4 

2 

.  3 

6.7 

-9. 

.6 

AA 

-57 

.7 

-47 

.8 

0 

.0 

6.4 

-9. 

.6 

DD 

-49 

.5 

-33 

,3 

-1 

.7 

1.0 

-11 

.4 

BB 

-60 

.0 

-38 

.6 

1 

.1 

3.5 

-11 

.5 

PP 

-38 

.  0 

-25 

,  2 

-17 

,  7 

-11.8 

- 14 

9 

EE 

-53 

.2 

-44 

.7 

-8 

.1 

-2.1 

-15 

.4 

FF 

-56 

.7 

-42 

.6 

-6 

.8 

-'3.0 

-16 

.5 

II 

-49 

.  9 

-34 

.9 

-4 

.6 

-4.6 

-17 

.1 

NN 

-69 

.0 

-49 

.9 

-23 

.9 

-9.4 

-18 

.1 

GG 

-67 

.9 

-49 

.5 

-7 

.3 

-2.9 

-18 

.3 

JJ 

-112 

.3 

-61 

.4 

-15 

.7 

-4.1 

-18 

.6 

HH 

-77 

.9 

-61 

.5 

-14 

.1 

-3.5 

-18 

,7 

KK 

-86 

.2 

-64 

.3 

-17 

.7 

-4.5 

-19 

.0 

MM 

-47 

.7 

-33 

.0 

-8 

.9 

-8.9 

-19 

,2 

00 

-49 

.6 

-35 

.5 

-9 

.6 

-9.6 

-20 

.7 

LL 

-71 

.1 

-53 

.5 

-11 

.8 

-6.8 

-22 

.0 

QQ 

-61 

.4 

-51 

.1 

-11 

.3 

-11.3 

-27. 

.2 

ss 

-59 

.6 

-43 

.8 

-19 

.2 

-19.2 

-29 

.8 

RR 

-93 

.3 

-79 

.6 

-27 

.4 

-16.6 

-33 

.6 

TT 

-110 

.2 

-91 

.0 

-35 

.1 

-28.3 

-48 

.1 

IAN 

-45 

.3% 

-30 

.8% 

1 

.8% 

7.3% 

-5 

.6% 

RAGE 

-47 

.5% 

-34 

.5% 

-0 

,8% 

4.5% 

-7. 

8% 

(WEIGHTED) 

SOURCE:     ASSOCIATION  OF  AMERICAN  MEDICAL  COLLEGES . 

FY  1989  COTH  SURVEY  OF  HOSPITALS'  FINANCIAL 
AND  GENERAL  OPERATING  DATA. 
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TABLE  3:      INDIRECT  MEDICAL  EDUCATION  AND  DISPROPORTIONATE  SHARE 
PAYMENTS  AS  PERCENTAGES  OF  TOTAL  PPS  PAYMENTS:    FY  1989 
RANKED  BY  FY  1989  PPS  MARGIN 


IME  AS  %  DSH  AS  % 
OF  TOTAL    OF  TOTAL 


HOSPITAL 

PPS  PAYMT 

PPS  PAYMT 

A 

26.1% 

11.0% 

B 

22.6 

17.2 

C 

20.7 

14.2 

D 

23.7 

11.7 

E 

29.7 

7.6 

F 

25.2 

17.2 

G 

16.7 

14.0 

H 

30.7 

3.6 

I 

19.0 

9.7 

J 

24.8 

6.4 

K 

27.4 

5.7 

L 

24.5 

10.4 

M 

20.9 

7.9 

N 

20.2 

4.9 

0 

23.0 

6.9 

P 

24.6 

4.3 

Q 

21.3 

10.9 

R 

24.1 

3.7 

S 

28.8 

5.8 

T 

18.1 

2.3 

U 

23.8 

4.2 

V 

13.3 

7.4 

w 

27.3 

6.9 

X 

30.9 

4.5 

Y 

24.6 

4.7 

Z 

19.2 

0.0 

AA 

30.3 

6.3 

BB 

28.0 

2.4 

CC 

23.1 

4.1 

DD 

23.1 

2.6 

EE 

23.9 

5.5 

FF 

27.1 

4.1 

GG 

24.2 

3.6 

HH 

26.6 

9.3 

II 

255 

10.0 

JJ 

25.2 

11.2 

KK 

22.4 

0.0 

LL 

25.9 

4.5 

MM 

18.1 

0.0 

NN 

15.3 

11.7 

00 

19.1 

0.0 

PP 

26.3 

0.0 

QQ 

5.7 

5.0 

RR 

26.6 

8.5 

SS 

17.1 

0.0 

TT 

27.8 

5.0 

DSH  &  IME 

AS  %  OF 

FY  89 

FY  89 

TOTAL  PPS 

PPS 

IRB 

PAYMT 

MARGIN 

RATIO 

37.1% 

37.1% 

0.6979 

39.8 

36.7 

0.6793 

34.8 

34.4 

0.4772 

35.3 

30.4 

0.5930 

37.3 

28.3 

0.6685 

42.4 

27.8 

0.7484 

30.7 

22.0 

0.2981 

34.4 

22.0 

0.7590 

28.7 

19.7 

0.3846 

31.2 

18.5 

0.6031 

33.1 

16.6 

0.6896 

34.9 

16.3 

0.6033 

28.8 

15.2 

0.4423 

25.1 

14.7 

0.4127 

29.9 

14.7 

0.5672 

28.9 

14.7 

0.5299 

32.3 

12.3 

0.4205 

27.8 

10.0 

0.5699 

34.6 

9.2 

0.7104 

20.4 

8.6 

0.3143 

28.0 

7.8 

0.4586 

20.7 

7.8 

0.5379 

34.2 

7.8 

0.6770 

35.4 

6.7 

0.7756 

29.3 

6.6 

0.5529 

19.2 

6.5 

0.4497 

36.7 

6.4 

0.8088 

30.4 

3.5 

0.6307 

27.2 

2.6 

0.4865 

25.7 

1.0 

0.4722 

29.4 

-2.1 

0.4900 

31.1 

-2.9 

0.5981 

27.8 

-3.0 

0.5063 

35.9 

-3.5 

0.6577 

35.5 

-4.1 

0.5634 

36.4 

-4.5 

0.6087 

22.4 

-4.6 

0.4709 

30.4 

-6.8 

0.5776 

18.1 

-8.9 

0.3277 

27.0 

-9.4 

0.2774 

19.1 

-9.6 

0. 3474 

26.3 

-11.3 

0.5551 

10.7 

-11.8 

0.0993 

35.1 

-16.6 

0.6483 

17.1 

-19.2 

0.3407 

32.8 

-28.3 

0.6564 

MEDIAN  24.2%  5.6%  30.4%  7.3%  0.5593 

AVERAGE  23.7%  5.2%  29.0%  4.5%  N.A. 

(WEIGHTED) 

SOURCE:     ASSOCIATION  OF  AMERICAN  MEDICAL  COLLEGES.     FY  1989 
COTH  SURVEY  OF  HOSPITALS'   FINANCIAL  AND  GENERAL 
OPERATING  DATA. 
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HOSPITALS  PROVIDING  DATA  FOR  FY  1986-FY  1989  (Tables  1-31 


HOSPITAL 

CITY,  STATE 

University  of  South  Alabama  Medical  Center 

Mobile,  Alabama 

University  Medical  Center 

Tuscon,  Arizona 

UCLA  Medical  Center 

Los  Angeles,  California 

Los  Angeles  County-USC  Medical  Center 

Los  Angeles,  California 

University  of  California,  San  Diego,  Medical  Center 

San  Diego,  California 

The  Medical  Center  at  the  University  of  California,  San  Francisco 

San  Francisco,  California 

Stanford  University  Hospital 

Stanford,  California 

Harbor-UCLA  Medical  Center 

Torrance,  California 

John  Dempsey  Hospital,  University  of  Connecticut  Health  Center 

Farmington,  Connecticut 

Yale-New  Haven  Hospital 

New  Haven,  Connecticut 

Georgetown  University  Hospital 

Washington,  D.C. 

Howard  University  Hospital 

Washington,  D.C. 

Shands  Hospital 

Gainesville,  Florida 

Crawford  Long  Hospital  of  Emory  University 

Atlanta,  Georgia 

Emory  University  Hospital 

Atlanta,  Georgia 

Medical  College  of  Georgia  Hospital  and  Clinics 

Augusta,  Georgia 

Rush-Presbyterian-St.  Luke's  Medical  Center 

Chicago,  Illinois 

Foster  G.  McGaw  Hospital 

Maywood,  Illinois 

Indiana  University  Hospitals 

Indianapolis,  Indiana 

University  of  Iowa  Hospitals  and  Clinics 

Iowa  City,  Iowa 

University  of  Kansas  Hospital 

Kansas  City,  Kansas 

University  Hospital,  University  of  Kentucky  Medical  Center 

Lexington,  Kentucky 

Tulane  Medical  Center  Hospital 

New  Orleans,  Louisiana 

Beth  Israel  Hospital 

Boston,  Massachusetts 

Massachusetts  General  Hospital 

Boston,  Massachusetts 

New  England  Medical  Center,  Inc. 

Boston,  Massachusetts 

University  of  Michigan  Hospitals 

Ann  Arbor,  Michigan 

University  Hospital,  University  of  Mississippi  Medical  Center 

Jackson,  Mississippi 

University  of  Missouri  Hospital  and  Clinics 

Columbia,  Missouri 

Mary  Hitchcock  Memorial  Hospital 

Hanover,  New  Hampshire 

University  of  New  Mexico  Hospital 

Albuquerque,  New  Mexico 

University  of  North  Carolina  Hospital 

Chapel  Hill,  North  Carolina 

Duke  University  Hospital 

Durham,  North  Carolina 

North  Carolina  Baptist  Hospitals,  Inc. 

Winston-Salem,  North  Carolina 

University  of  Cincinnati  Hospital 

Cincinatti,  Ohio 

Oregon  Health  Sciences  University  Hospital 

Portland,  Oregon 

Hahnpmflnn  T  Tniv**rQifv  T-tr\cnitQl 
n  u  1 1 1 1 L  1 1  ui  1 1 1 1  umvciMiy  nuspiiai 

Philadelphia,  Pennsylvania 

Hospital  of  the  University  of  Pennsylvania 

Philadelphia,  Pennsylvania 

Thomas  Jefferson  University  Hospital 

Philadelphia,  Pennsylvania 

Regional  Medical  Center  at  Memphis 

Memphis,  Tennessee 

University  of  Utah  Hospital 

Salt  Lake  City,  Utah 

Medical  Center  Hospital  of  Vermont 

Burlington,  Vermont 

University  of  Virginia  Hospitals 

Charlottesville,  Virginia 

Medical  College  of  Virginia  Hospitals 

Richmond,  Virginia 

University  of  Washington  Medical  Center 

Seattle,  Washington 

University  of  Wisconsin  Hospital  and  Clinics 

Madison,  Wisconsin 
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Chairman  Stark.  Thank  you,  that  was  most  interesting  and  I  ap- 
preciate it. 
Mr.  Gage. 

STATEMENT  OF  LARRY  S.  GAGE,  PRESIDENT,  NATIONAL 
ASSOCIATION  OF  PUBLIC  HOSPITALS 

Mr.  Gage.  Thank  you  very  much,  Mr.  Chairman,  Mr.  Levin,  I  am 
Larry  Gage,  the  president  of  the  National  Association  of  Public 
Hospitals,  which  consists  of  approximately  90  public  and  nonprofit 
hospitals  that  serve  as  major  referral  centers,  teaching  hospitals, 
hospitals  of  last  resort  for  the  poor  in  most  of  our  Nation's  largest 
metropolitan  areas. 

Mr.  Chairman,  you  and  the  members  of  this  subcommittee  have 
been  well  aware  of  the  importance  of  these  safety  net  hospitals,  as 
evidenced  by  your  consistent  support  for  the  disproportionate  share 
hospital  adjustment  as  well  as  many  of  the  expressions  of  support 
that  have  occurred  during  the  questioning  this  morning. 

My  prepared  testimony  this  morning  provides  you  with  some  de- 
tailed current  information  on  the  situation  of  these  hospitals  in 
America  today,  illustrates  that  situation  by  reference  to  several 
specific  hospitals,  and  concludes  with  several  recommendations  for 
the  subcommittee. 

I  will  briefly  summarize  that  testimony  at  this  time  and  submit 
my  statement  for  the  record. 

I  would  like  to  provide  you  with  just  a  few  key  facts,  sir,  to  un- 
derscore the  unique  nature  of  America's  safety  net  hospitals.  Such 
hospitals  provide  a  significantly  higher  volume  of  inpatient  and 
outpatient  services  than  their  private  sector  counterparts. 

As  one  example,  they  provide  over  300,000  outpatient  visits,  on 
average,  as  opposed  to  about  60,000  for  your  average  urban  commu- 
nity hospital. 

NAPH  member  hospitals  also  have  relatively  high  occupancy 
rates.  We  heard  the  interest  in  high  occupancy  rates  expressed  this 
morning.  Our  hospital  averaged  81  percent  as  opposed  to  the  indus- 
trywide average  of  60  to  65  percent.  And  they  also  provide  many 
unprofitable  specialized  services  such  as  trauma  care,  burn  care, 
neonatal  intensive  care,  and  care  for  AIDS  patients. 

Just  58  of  our  member  hospitals  admitted  over  70,800  persons 
with  AIDS  in  1988,  or  over  15  percent  of  all  the  individuals  with 
AIDS  who  were  alive  in  that  year. 

Among  all  of  the  characteristics  that  distinguish  safety  net  hospi- 
tals from  other  health  care  providers,  it  is  their  open  doors  for  the 
medically  disenfranchised  that  make  these  hospitals  particularly 
vulnerable  to  Federal  budget  reductions. 

Thirty-four  percent  of  all  inpatient  admissions  and  42  percent 
out  of  all  outpatient  visits  to  NAPH  member  hospitals  are  uncom- 
pensated by  any  third  party.  These  hospitals  are  uniquely  reliant 
on  governmental  income  to  pay  for  their  services. 

Medicare,  Medicaid,  and  city,  county,  and  State  funds  continue  to 
represent  over  70  percent  of  their  total  revenues.  Medicare,  at  just 
18  percent,  represents  a  relatively  smaller  proportion  of  the  total 
revenues  in  this  sector  than  in  the  private  sector. 
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Medicare,  nevertheless,  is  a  substantial  proportion  of  the  insured 
patient  population  and  therefore  Medicare  payment  policies  are  ex- 
tremely important  to  safety  net  hospitals. 

There  has  been  considerable  discussion  this  morning  of  operating 
margins.  NAPH  members,  on  average,  would  experience  deficits  in 
excess  of  30  percent,  except  for  direct  State  and  local  subsidies. 

In  1988,  even  with  such  subsidies  taken  into  account,  59  percent 
of  NAPH  member  hospitals  reported  an  overall  deficit  averaging 
$20.9  million,  for  those  with  a  deficit,  or  a  negative  margin  of 
nearly  7  percent. 

For  these  reasons,  the  administration's  proposals  to  restrain 
update  factors,  reduce  the  indirect  adjustment,  and  reduce  capital 
payments  are  likely  to  have  a  serious  disproportionate  impact  on 
urban  safety  net  hospitals. 

I  would  like  to  give  you  two  concrete  examples  of  the  potential 
impact  of  these  reductions. 

Parkland  Memorial  Hospital,  in  Dallas,  estimates  that  its  aver- 
age inpatient  payment  for  Medicare  patients  would  be  reduced  by 
$948  per  admission  if  the  President's  reduction  were  implemented. 
That  includes  $699  for  indirect  teaching,  $160  from  the  Medical 
Price  Index,  and  $89  for  reducing  the  capital  payment  from  its  cur- 
rent 85  to  75  percent. 

Medicare  losses  would  total  $3.7  million  for  Parkland,  based  on 
approximately  3,500  Medicare  admissions. 

Miami's  Jackson  Memorial  Hospital  would  lose  approximately 
$960  per  discharge,  with  the  amounts  distributed  very  similarly. 

Jackson  Memorial,  coincidentally,  also  expects  about  3,500  Medi- 
care admissions.  This  is  only  6  percent  of  their  total  but  their  Med- 
icare loses  would  be  $3.4  million  from  these  proposals. 

In  other  words,  Mr.  Chairman,  these  are  hospitals  for  which 
these  proposals  will  represent  real  cuts — not  below  what  they 
would  have  otherwise  received  but  below  what  they  did  receive  last 
year.  This  is  a  very  significant  difference. 

These  are  hospitals  that  cannot  afford  a  cook  book  because  they 
have  to  make  due  with  hamburger  helper  most  of  the  time. 

In  conclusion,  Mr.  Chairman,  we  urge  you  to  continue  to  give 
careful  consideration  to  the  needs  of  safety  net  hospitals  in  the 
forthcoming  budget  debate  as  well  as  in  the  context  of  other  legis- 
lative issues  that  will  be  on  your  agenda  this  year. 

In  particular,  we  urge  you  to  move  forward  as  quickly  as  possible 
with  proposals  to  close  the  gaps  in  health  insurance  coverage  and 
we  eagerly  await  the  Pepper  Commission  report. 

However,  we  believe  that  short-run  solutions  are  unlikely  in  the 
area  of  national  health  coverage.  In  the  interim,  we  therefore  pro- 
pose that  you  renew  an  idea  you  have  sponsored  in  the  past,  which 
is  the  creation  of  a  national  indigent  care  trust  fund  which  would 
be  directly  financed  from  insurance  premium  taxes,  alcohol  and  to- 
bacco taxes  or  other  potential  revenue  sources,  and  we  would  be 
pleased  to  assist  you  in  the  design  of  such  a  program. 

Finally,  nobody  has  used  the  "T"  word  up  yet  here.  We  want  you 
to  be  aware  that  in  the  forthcoming  debate  over  reducing  the  defi- 
cit that  at  least  this  segment  of  the  hospital  industry  will  be  happy 
to  support  you  in  any  way  necessary  if  you  chose  to  raise  taxes, 
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rather  than  making  inequitable  reductions  in  Medicare  spending, 
in  order  to  meet  the  budget  deficit. 

I  would  be  happy  to  answer  any  questions  you  may  have. 

[The  statement  of  Mr.  Gage  follows:] 
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Denver  General  Hospital 
Boston  City  Hospital 
District  of  Columbia  General  Hospital 
Harris  County  Hospital  District  (Houston) 
University  of  Medicine  and  Dentistry 
of  New  Jersey  University  Hospital 


■  Clara  Valley  Medical  Center  (San  Jose) 


MX.  King/Drew  K 
LAC-USC  H 
Olive  View  h 
Rancho  Loo  Amigos  h 


I  Center 


NATIONAL  ASSOCIATION  OF  PUBLIC  HOSPITALS 

1001  PENNSYLVANIA  AVENUE,  NORTHWEST  ■  SUITE  G35  ■  WASHINGTON,  DC  20004  ■  (202)  3471136 

STATEMENT  OF  LARRY  S.  GAGE 
PRESIDENT 

NATIONAL  ASSOCIATION  OF  PUBLIC  HOSPITALS 

before  the 
HOUSE  WAYS  &  MEANS  COMMITTEE 


NEW  YORK  CITY  HEALTH  AND 
HOSPITALS  CORPORATION: 
Bellevue  Hospil.il  Center 
Bronx  Municipal  Hospital 
City  Hospital  il  Elmhurst  (New  York  City  I 
Coney  Island  Hospital 
Harlem  Hospital  Center 
Kings  County  Hospital  Center 
Lincoln  Medical  and  Mental  Health  Center 
Metropolitan  Hospital  Center 
North  Central  Bronx  Hospital 


Cook  County  Hospital 


February  28,  1990 


Mr.  Chairman,  Members  of  the  Committee,  I  am  Larry  Gage, 
President  of  the  National  Association  of  Public  Hospitals  (NAPH).  NAPH 
consists  of  approximately  90  public  and  non-profit  hospitals  that  serve  as 
major  referral  centers,  teaching  hospitals,  and  hospitals  of  last  resort-- 
"safety-net  hospitals"--  for  the  poor  in  most  of  our  nation's  largest 
metropolitan  areas. 


Brackenndge  Hospital  (Austin) 


Agency  (Oakland) 
Westchester  County  Medical  Center 
Milwaukee  County  Medical  Center 
Nassau  County  Medical  Center 
Regional  Medical  Center  at  Memphis 
University  of  New  Mexico  Hospital 
arborview  Medical  Center,  University 


Fresno  County  Valley  Medical  Center 

Kern  Medical  Center  (Bakersfield) 
University  of  Cincinnati  Hospital 
University  of  Texas  Medical  Branch 
Hurley  Medical  Center  (Flint) 
■an  Bernardino  County  Medical  Center 
Riverside  General  Hospital, 
University  Medical  Center 
Spartanburg  General  Hospital 
Charity  Hospital  at  New  Orleans 
Maricopa  Medical  Center  (Phoenix) 
St.  Louis  Regional  Medical  Center 
morial  Medical  Center  (Savannah,  GA) 
Amanllo  Hospital  District 
Jackson  Memorial  Hospital  (Miami) 
Pontiac  Genera]  Hospital  (Pontiac,  MI) 
St.  Paul-Ramsey  Medical  Center 


Earl  K.  Long 

Huey  P.  Long  Memorial  Hospital 
(PinevUle.  LAI 
Lallie-Kemp  Chanty  Hospital 
(Independence,  LAI 
lional  Hospital  (Lake  Charles.  LA) 
cal  Center  (Lafayette,  LA) 
Washington-St-  Tammany  Charity 
Hospital  (Bogaluxa.  LA) 


Tampa  General  Hospital 
Erie  County  Medical  Center  (Buffalo) 
Prince  George's  Hospital  Center  (MD) 
University  Hospital  (Omaha,  NE) 
Quincy  City  Hospital  (Oulncy,  MA) 


I  am  pleased  to  have  this  opportunity  to  join  the  American  Hospital 
Association  (AHA)  and  the  Association  of  American  Medical  Colleges 
(AAMC)  in  expressing  our  opposition  to  the  $5.5  billion  in  cuts  to  the 
Medicare  program  proposed  in  President  Bush's  fiscal  year  1991  budget, 
and  to  testify  on  the  current  impact  of  the  Medicare  prospective  payment 
system  (PPS),  and  other  recent  health  system  changes,  on  the  situation 
of  our  nation's  important  "safety  net"  hospitals. 

Of  the  proposed  $5.5  billion  in  Medicare  budget  reduction 
measures  proposed  in  the  budget,  $4.1  billion,  or  seventy-five  percent, 
would  come  directly  from  hospitals.  Much  of  the  proposed  reduction  in 
Part  B  outlays  will  also  affect  hospitals.  Hospitals  will  thus  bear  the 
burden  of  between  ten  and  fifteen  percent  of  the  entire  spending 
reduction  proposed  to  meet  the  Gramm-Rudman  targets. 

This  is  occurring  during  a  period  of  financial  crisis  for  hospitals, 
and  especially  for  those  hospitals  serving  the  poor.  Sixty  five  percent  of 
all  hospitals  will  suffer  losses  treating  Medicare  beneficiaries  in  FY  1990, 
two-thirds  of  those  hospitals  will  incur  deficits  greater  than  ten  percent, 
and  the  average  loss  will  be  8.4  percent.  The  member  hospitals  of 
NAPH,  however,  collect  third  party  patient  care  revenues  equal  to  only 
about  70  percent  of  the  total  costs  of  treating  the  patients  they  serve. 
Without  direct  state  and  local  subsidies,  the  deficits  in  these  hospitals 
would  average  30  percent.  Even  after  direct  subsidies  are  taken  into 
account,  most  safety  net  hospitals  will  still  experience  operating  deficits 
averaging  nearly  7  percent,  or  $9  million  on  average  operating  expenses 
of  $143,000. 
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Indeed  Mr.  Chairman,  if  the  hospitals  I  represent  were  patients,  I  am  afraid  that 
the  news  this  morning  would  not  be  encouraging.  The  condition  of  many  of  these 
facilities  has  deteriorated  from  serious  to  critical.  Some  have  recently  been  placed  in 
intensive  care  or  resuscitated  only  with  the  financial  or  administrative  equivalent  of 
medical  miracles.  In  Chicago,  New  York,  Los  Angeles,  Kansas  City,  New  Orleans,  and 
many  other  cities,  the  story  is  the  same: 

o       Trauma  centers  and  emergency  rooms  are  overcrowded  to  the  breaking 
point. 

o       Occupancy  rates  continue  to  rise,  topping  100  percent  in  some  cities, 
and  critically  ill  patients  wait  up  to  36  hours  for  an  inpatient  bed. 

o       Drug  abuse,  gang  violence,  AIDS,  the  homeless,  refugees  and  other 
problems  new  in  the  1980's  are  growing  at  an  alarming  rate  in  some 
cities  --  greatly  compromising  and  in  some  cases  even  crowding  out  their 
ability  to  serve  less  seriously  ill  indigent  patients. 

o       And  even  as  you  debate  potential  new  reductions  in  Medicare,  Medicaid 
and  other  federal  funding  sources,  many  hard-pressed  state  and  local 
governments  are  struggling  simply  to  maintain  their  current  level  of 
support,  or  are  actually  reducing  that  support. 

Meanwhile,  many  of  the  safety  net  hospitals  are  facing  negative  operating 
margins,  even  with  substantial  local  subsidies;  some  are  finding  it  harder  and  harder  to 
recruit  staff  or  afford  necessary  maintenance  of  plant  and  equipment  and  stand  in 
immediate  danger  of  losing  accreditation;  and  some  are  seeing  their  bond  ratings 
downgraded,  while  others  are  being  denied  future  access  to  capital  for  needed 
renovations,  equipment  and  new  services. 

It  is  somewhat  encouraging,  Mr.  Chairman,  that  we  are  once  again  publicly 
debating  possible  ways  to  close  the  enormous  gaps  that  leave  31  to  37  million 
Americans  without  adequate  insurance.  Until  that  occurs,  however,  these  are  the 
hospitals  that  are  carrying  the  majority  of  this  burden  --  that  are  serving,  in  effect,  as 
our  national  health  insurance  by  default.  And  these  hospitals  will  continue  to  need 
your  active  and  aggressive  support  this  year,  even  as  you  debate  the  understandable 
need  to  meet  deficit  reduction  targets  for  the  coming  fiscal  year. 

Mr.  Chairman,  you  and  the  members  of  this  subcommittee  have  been  well 
aware  of  the  importance  of  these  safety  net  hospitals,  as  evidenced  by  your  consistent 
support  for  the  disproportionate  share  hospital  adjustment;  your  concern  about  the 
adequacy  of  Medicaid  as  well  as  Medicare  payment  rates;  your  attention  to  the  trauma 
care  crisis;  and  your  introduction  this  year  of  the  Medicare  Benefits  Improvements  Act. 
On  behalf  of  all  NAPH  members  and  other  hospitals  serving  the  poor,  I  would  like  to 
commend  these  efforts  --  and  urge  your  continued  attention  to  their  needs  during  your 
forthcoming  budget  deliberations. 

In  the  remainder  of  my  testimony  this  morning,  I  would  like  to  provide  you  with 
some  detailed  current  information  in  several  of  the  areas  outlined  above,  by  way  of 
support  for  your  continued  efforts  to  protect  our  nation's  safety  net  hospitals. 

First,  I  will  describe  in  greater  detail  the  current  situation  of  major,  metropolitan 
area  safety  net  hospitals  nationally,  including  the  characteristics  that  distinguish  these 
hospitals  from  the  average  American  hospital.  In  this  section,  I  will  also  describe  the 
disproportionate  impact  on  such  hospitals  of  current  health  industry  problems,  such  as 
increased  demand  for  uncompensated  care,  the  nursing  shortage,  AIDS,  and  the 
growing  crisis  in  trauma  and  emergency  care. 

Second,  I  will  discuss  current  sources  of  financing  for  the  essential  services 
provided  by  these  hospitals,  through  a  fragile  combination  of  federal,  state,  and  local 
governmental  funding. 
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Third,  I  will  address  the  specific  impact  of  recent  Medicare  reimbursement 
policies  and  reforms  on  metropolitan  area  safety  net  hospitals,  and  the  potential  impact 
of  new  policies  that  have  been  proposed  by  the  Administration,  the  Inspector  General, 
the  General  Accounting  Office  and  ProPAC. 

Fourth,  I  will  illustrate,  by  reference  to  several  specific  hospitals,  the  effects  of 
recent  Medicare  reimbursement  policies  and  the  potential  impact  of  some  of  the 
proposed  new  reforms  and  reductions.  In  particular,  I  will  briefly  describe  for  you  the 
present  situation  at  Chicago's  Cook  County  Hospital,  Boston  City  Hospital,  and  Los 
Angeles  County's  Harbor/UCLA  Medical  Center. 

Finally,  I  will  conclude  with  several  summary  recommendations  for  the 
Subcommittee  as  you  move  forward  with  your  deliberations  this  year. 

I.       The  Situation  of  Urban  Public  Hospitals  Nationally 

Increased  attention  has  been  paid  in  recent  years  to  the  valuable  hospital 
network  that  serves  as  the  safety  net  for  America's  health  system.  This  network  is 
comprised  of  a  surprisingly  small  group  of  large  teaching  hospitals  in  our  nation's 
metropolitan  areas  -  perhaps  no  more  than  two  or  three  hundred  in  all,  out  of  over 
6,000  hospitals  nationally. 

While  there  are  a  number  of  non-profit  teaching  and  community  hospitals  within 
his  network,  the  majority  are  government-supported  facilities.  These  include  city  and 
county  hospitals,  state  university  hospitals,  and  hospital  districts  and  authorities,  in 
addition  to  non-profit  facilities. 

While  these  safety  net  hospitals  operate  under  a  variety  of  legal  structures,  they 
share  a  common  mission  and  many  common  characteristics  that  set  them  apart  from 
other  community  hospitals.  These  hospitals  provide  a  significantly  higher  volume  of 
inpatient  and  outpatient  services  than  their  private  sector  counterparts;  they  have  seen 
increases  in  occupancy  rates  while  the  hospital  industry  in  general  has  seen 
occupancy  rates  fall;  they  provide  many  unprofitable  specialized  services;  and  they  are 
major  educators  of  our  nation's  physicians  and  nurses.  They  are  funded  to  a  much 
greater  degree  than  other  hospitals  by  governmental  sources  (local,  state  and  federal), 
and  typically  have  a  much  lower  proportion  of  privately  insured  patients.  They 
continue  to  bear  an  enormous  and  increasing  share  of  the  burden  for  care  to  the  poor 
in  comparison  to  other  segments  of  the  hospital  industry. 

The  information  I  will  present  describes  the  distinguishing  characteristics  of 
these  safety  net  hospitals,  drawing  on  1988  data  from  our  1989  NAPH  survey.  While 
this  data  relates  only  to  NAPH  member  hospitals,  we  believe  our  sample  is  sufficiently 
large  (approximately  50  hospitals  responding  to  our  survey,  with  gross  revenues  in 
excess  of  $8  billion)  to  enable  you  to  draw  some  conclusions  about  this  segment  of 
the  industry  as  a  whole. 

A.      Volume  of  Services 

Although  NAPH  member  hospitals  are  few  in  number,  they  provide  a  huge 
volume  of  care,  and  that  volume  continues  to  increase.  In  1986,  48  NAPH  hospitals 
provided  819,155  inpatient  admissions.  NAPH  hospitals  averaged  19,050  admissions 
per  hospital,  while  other  short-term  acute  care  hospitals  in  the  same  metropolitan 
areas  averaged  only  7,038  admissions  per  hospital.  In  1987,  51  NAPH  hospitals 
averaged  19,249  admissions  per  facility.  In  1988,  NAPH  hospitals  averaged  18,671 
admissions  per  hospital. 

NAPH  members  also  provide  a  disproportionate  share  of  outpatient  services, 
averaging  over  242,000  visits  per  hospital  in  1986,  compared  with  other  urban 
community  hospitals,  which  averaged  only  50,414  visits  per  hospital.  By  1987,  NAPH 
hospitals  were  averaging  over  278,000  visits  per  hospital  and  by  1988  over  300,000 
visits  per  hospital  as  compared  to  60,155  visits  for  other  urban  community  hospitals. 
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Member  hospitals  averaged  3,507  births  per  hospital  in  1988,  while  other  short- 
term  urban  hospitals  averaged  just  815  per  hospital.  Our  members  experienced 
almost  twice  as  many  surgical  cases  than  did  other  community  hospitals,  averaging 
8,350  cases  in  1988  as  compared  to  4,950  for  other  short-term  community  hospitals. 

B.  Occupancy  Rates 

Another  striking  difference  between  NAPH  member  hospitals  and  other 
community  hospitals  is  illustrated  by  hospital  occupancy  rates,  and  by  the  continued 
increase  in  these  rates  at  a  time  when  occupancy  rates  in  the  rest  of  the  industry  have 
gone  down.  The  AHA  reports  that  occupancy  rates  for  community  hospitals  have 
been  declining,  from  75  percent  in  1975,  to  69  percent  in  1984,  and  65  percent  in 
1985.  In  1988,  community  hospitals  showed  a  modest  increase  to  66  percent 
occupancy.  For  NAPH  hospitals,  however,  the  rates  have  been  considerably  higher 
and  remain  so.  In  1985,  occupancy  rates  for  NAPH  members  averaged  80  percent, 
and  rose  to  83%  in  1986.  In  1988,  occupancy  rates  remained  high,  at  81%. 

C.  Trauma  Care  and  Other  Specialized  Services 

In  addition  to  providing  care  to  the  poor,  NAPH  hospitals  also  provide  many 
specialized  services  that  are  unprofitable  and,  consequently,  are  not  offered  by  many 
other  hospitals  in  the  community.  For  example,  NAPH  hospitals  are  more  than  four 
times  more  likely  to  be  designated  a  trauma  center  than  private  facilities.  Seventy-two 
percent  (72%)  of  NAPH  member  hospitals  are  designated  as  trauma  centers,  while 
only  about  13  percent  of  other  short-term  acute  care  hospitals  provide  this  service.  As 
you  are  aware,  hospitals  in  some  parts  of  the  country  are  now  dropping  their  trauma 
center  designations  and  are  even  seeking  ways  to  curtail  their  emergency  room 
services. 

Fifty-three  percent  (53%)  of  NAPH  hospitals  have  a  designated  burn  center, 
while  only  three  percent  of  other  community  hospitals  have  such  designations.  One 
hundred  percent  (100%)  of  NAPH  hospitals  provide  organized  outpatient  services, 
while  the  community  hospital  average  is  78  percent.  Eighty-three  percent  (83%)  of 
NAPH  members  provide  neonatal  ICU  services,  as  compared  with  only  13  percent  of 
other  community  hospitals.  Forty-four  percent  (44%)  perform  open-heart  surgery, 
compared  to  15  percent  of  other  hospitals.  NAPH  hospitals  are  also  more  likely  to 
offer  psychiatric  services:  72  percent  offer  inpatient  psychiatric  services,  as  compared 
with  26  percent  of  other  hospitals. 

The  costs  associated  with  the  provision  of  these  specialized  services  can  be 
burdensome.  For  example,  many  inner-city  trauma  centers  provide  a  high  proportion 
of  uncompensated  care  associated  with  gunshot-wound  victims  and  other  victims  of 
violent  crime.  The  cost  of  such  treatment  is  high,  and  most  often,  patients  have  no 
insurance  or  other  means  to  pay  for  it.  A  recent  NAPH  survey  on  trauma  care  showed 
that  NAPH  hospitals  collected  an  average  of  45  cents  on  the  dollar  for  trauma  patients. 

D.  AIDS 

NAPH  member  hospitals  have  also  been  at  the  forefront  of  the  AIDS  epidemic, 
treating  a  disproportionate  share  of  the  AIDS  population,  and  that  burden  is  also 
increasing.  According  to  an  NAPH  study  of  the  financing  and  care  of  AIDS  patients  in 
U.S.  hospitals,  NAPH  member  hospitals  treated  55  percent  of  the  AIDS  patients 
included  in  the  survey,  but  represented  fewer  than  25  percent  of  the  beds.  NAPH 
hospitals  treated  an  average  of  61  AIDS  inpatients  in  1985;  by  1988,  that  average  was 
up  to  134  inpatients,  for  an  increase  of  well  over  100  percent.  Just  58  NAPH  member 
hospitals  in  1988  treated  almost  7,800  inpatients. 

Outpatient  services  to  AIDS  patients  increased  even  more  dramatically.  NAPH 
hospitals  provided  an  average  of  965  outpatient  visits  during  1985,  and  an  average  of 
1,539  visits  during  1987,  for  an  increase  of  nearly  60  percent. 

We  have  some  dramatic  statistics  on  the  sources  of  payment  for  AIDS  care. 
Only  eight  percent  of  AIDS  patients  in  1985  were  covered  by  private  insurance. 
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Twenty-five  percent  (25%)  were  described  as  "self-pay"  or  "other"  patients,  a  good 
proxy  for  non-paying  patients.  Sixty-two  percent  (62%)  were  covered  by  Medicaid 
(pointing  to  the  importance  of  that  program  in  the  financing  of  AIDS  care).  Medicare 
covers  only  a  small  fraction  of  AIDS  patients  -  about  one  percent.  In  all,  92  percent  of 
the  AIDS  patients  treated  in  public  hospitals  were  supported  by  some  kind  of 
government  program  or  funding  (since  local  governments  in  effect  pay  for  the  non- 
paying  patients). 

Data  from  1987  indicate  that  the  percent  of  Medicaid  payments  has  decreased 
to  54  percent,  and  the  self-pay/other  sources  of  financing  have  increased  to  33 
percent.  Private  insurance  represented  nine  percent  of  admissions  and  Medicare  was 
up  very  slightly  to  two  percent. 

E.  Drug  and  Alcohol  Use 

NAPH  hospitals  are  also  treating  an  increasing  number  of  cocaine-involved 
infants.  In  1988,  43  NAPH  hospitals  treated  an  average  of  104  cocaine-involved 
neonates;  in  the  first  half  of  1989,  these  hospitals  cared  for  an  average  of  61  babies. 

The  average  length  of  stay  for  these  infants  is  7.8  days.  However,  hospitals 
reported  that  on  average,  infants  remained  an  additional  76  days  per  year  because 
appropriate  placement  was  not  available. 

NAPH  hospitals  also  provide  a  significant  amount  of  care  for  drug  and  alcohol 
abuse  including  care  for  cocaine-involved  infants.      Fifteen  NAPH  hospitals  reported 
a  total  of  68,739  outpatient  visits  where  drug  use  was  the  primary  diagnosis,  an 
average  of  4,583  visits  per  hospital.  Thirty-eight  percent  (38%)  of  NAPH  hospitals  have 
outpatient  alcohol  services,  and  15  hospitals  have  inpatient  alcohol  units.  These  units 
average  17  beds  and  4,900  patient  days  per  hospital. 

F.  Medical  Education 

NAPH  members  have  maintained  their  commitment  as  major  teaching  hospitals, 
as  well,  with  member  hospitals  averaging  184  residents  per  hospital  in  1986,  with  an 
average  ratio  of  .36  residents  per  bed.  (The  Council  of  Teaching  Hospitals  considers  a 
ratio  of  over  .25  to  be  a  major  teaching  commitment.) 

G.  Care  to  the  Uninsured  and  Underinsured 

Although  all  of  the  characteristics  outlined  above  distinguish  safety  net  hospitals 
from  other  health  care  providers,  it  is  their  open  doors  for  the  medically 
disenfranchised  that  make  these  hospitals  particularly  vulnerable  to  federal  budget 
reductions.  The  financial  and  programmatic  situations  of  these  hospitals  have  been 
affected  by  several  factors,  including  increases  in  the  medically  needy  population, 
decreases  in  Medicare  coverage  of  costs,  and  declines  in  Medicaid  coverage. 

In  1985,  NAPH  hospitals  averaged  167,184  inpatient  days  per  hospital,  of  which 
42,877,  or  25.65  percent,  were  considered  unsponsored  care.  By  1987,  unsponsored 
care  represented  over  28  percent  of  patient  days  (an  average  of  51 ,788 
uncompensated  days  out  of  180,052  total  days  per  hospital).  In  1988,  unsponsored 
care  represented  34  percent  of  all  discharges  and  29  percent  of  all  inpatient  days. 

On  the  outpatient  side,  NAPH  hospitals  averaged  278,463  visits  per  hospital  in 

1987,  of  which  116,136,  or  42  percent,  were  unsponsored  care  visits.  Fifty-two  percent 
(52%)  of  all  outpatient  visits  were  uncompensated  care  visits. 

For  some  individual  hospitals,  the  percentages  of  unsponsored  care  were  much 
higher.  For  the  San  Francisco  General  Hospital,  for  example,  unsponsored  care 
represented  62  percent  of  all  inpatient  days  and  72  percent  of  all  outpatient  visits  in 

1988.  Parkland  Memorial  Hospital  in  Dallas  reports  that  unsponsored  care  accounted 
for  54  percent  of  inpatient  days  and  62  percent  of  outpatient  visits  in  1988. 
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H.      Health  Personnel  Shortages 

NAPH  hospitals  are  among  the  biggest  losers  in  the  current  nursing  and 
manpower  shortages  being  experienced  in  today's  health  care  marketplace.  The 
nationwide  nursing  shortage  has  forced  safety  net  hospitals  to  allocate  relatively  more 
of  their  scarce  resources  to  nursing  salaries. 

A  recent  NAPH  survey  shows  that  49  safety  net  hospitals  had  an  average  16 
percent  vacancy  rate  for  registered  nurses.  Hospitals  nationwide  had  a  1 1 .3  percent 
vacancy  rate,  according  to  the  AHA.  These  statistics,  in  combination  with  the  above- 
mentioned  increases  in  occupancy  rates  for  public  hospitals,  point  out  a  severe 
problem  that  needs  to  be  addressed  at  the  federal  level. 

According  to  the  NAPH  survey,  the  RN  shortage  in  public  hospitals  is  made 
worse  by  a  lack  of  funding,  making  it  difficult  to  compete  with  private  sector  wage 
increases  and  bonuses.  In  addition,  41  percent  of  responding  hospitals  indicate  that 
the  types  of  patients  they  serve  and  the  level  of  services  they  provide  also  hinder 
recruiting  efforts.  (These  factors  apply  to  recruitment  of  physicians  and  other  health 
professionals,  as  well  as  nurses.) 

II.       Financing  of  Care 

A.  Sources  of  Revenue 

Payments  for  the  bare  of  low-income  patients,  through  Medicare,  Medicaid  and 
city,  county,  and  state  funds,  continue  to  represent  the  major  source  of  revenue  for 
large  urban  public  hospitals.  In  1988,  private  insurance  represented  only  16  percent  of 
gross  revenues  and  17  percent  of  the  net  revenues  for  NAPH  hospitals.  Funds  for  the 
treatment  of  low-income  patients  represented  50  percent  of  net  revenues,  at  an 
average  of  $66.28  million  per  hospital  ($37.36  million  for  Medicaid  and  $28.92  million 
for  local/state  funds). 

Although  Medicare  payments  (at  18  percent)  represent  a  relatively  smaller 
portion  of  the  total  revenues  in  major  urban  public  hospitals  than  in  the  private  sector, 
Medicare  nevertheless  represents  a  substantial  proportion  of  the  "insured"  patient 
population  and,  therefore,  Medicare  payment  policies  are  extremely  important  to  safety 
net  hospitals. 

For  this  reason,  the  Administration's  proposals  to  restrain  PPS  update  factors 
reduce  the  indirect  medical  education  adjustment,  and  reduce  payments  for  capital 
costs  and  are  likely  to  have  a  seriously  disproportionate  impact  on  NAPH  members. 

While  recent  increases  in  the  disproportionate  share  hospital  adjustment  have 
been  invaluable  to  NAPH  members,  as  the  data  I  have  presented  clearly  indicates, 
Medicaid  payments  are  also  extremely  important.  Teaching  programs  in  urban  public 
hospitals,  for  example,  are  essential  to  patient  care  for  M  safety  net  patients,  and 
especially  the  poor.  Medicaid  capital  payments  are  also  particularly  important, 
because  access  to  capital  is  usually  far  more  constrained  for  "safety  net"  hospitals. 
These  issues  will  be  addressed  in  greater  detail  below. 

It  is  important  to  note  that  when  Medicare  payments  do  not  keep  pace  with 
costs,  the  local  governments  that  own  public  hospitals  must  make  up  the  shortfall. 
This  is  becoming  an  ever  increasing  strain;  many  local  governments  simply  are  unable 
or  unwilling  to  make  up  this  shortfall. 

B.  Operating  Margins 

A  very  important  indicator  of  a  hospital's  financial  condition  is  its  overall 
operating  margin,  or  revenues  over  expenses.  The  typical  NAPH  hospital  has  had  and 
continues  to  have  a  negative  margin,  a  result  of  revenues  inadequate  to  cover  costs  of 
care.  In  1985,  NAPH  hospitals'  average  net  revenues  were  $111.6  million.  Average 
expenses  were  $118.66  million.  Therefore,  on  average,  NAPH  hospitals  had  a  deficit 
of  $7.06  million,  for  a  margin  of  -6  percent. 
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Forty-eight  percent  (48%)  of  NAPH  member  hospitals  reported  a  deficit  in  1985. 
For  those  hospitals  with  a  deficit,  the  deficit  averaged  $24.48  million.  By  1987,  there 
had  been  a  small  improvement  in  the  deficit  situation  among  NAPH  members. 
However,  the  average  margin  was  still  negative.  NAPH  members  reported  averaged 
revenues  of  $117.76  million  per  hospital  and  average  expenses  of  $123.96  million.  The 
average  margin  was  -$6.26  million  or  -5  percent.  In  spite  of  this  small  improvement, 
however,  48  percent  of  NAPH  hospitals  still  remained  in  a  deficit  position,  and  the 
average  deficit  of  these  hospitals  was  over  $14  million.  In  1988,  59  percent  of  NAPH 
member  hospitals  reported  a  deficit,  averaging  $20.9  million  for  those  with  a  deficit. 
Average  operating  expenses  in  1988  were  $142,758,000  and  operating  revenues  of 
$133,774,000  for  an  average  deficit  of  $8,984,000,  or  a  margin  of  -6.7  percent 


III.      Changes  in  Medicare  Payment  Policies  in  the  President's  Budget 

The  President's  budget  calls  for  cuts  in  payments  to  teaching  hospitals  and  in 
capital  cost  reimbursement  to  hospitals  that  will  together  exceed  $2.7  billion.  I  would 
like  to  address  these  issues  and  the  problems  that  would  result  if  such  changes  were 
made. 

A.      Medical  Education  Adjustments 

The  President's  budget  proposes  that  the  Medicare  payment  adjustment  for  the 
indirect  costs  of  graduate  medical  education  be  reduced  from  7.7  percent  to  4.05 
percent,  reducing  Medicare  payments  by  $1 .03  billion.  The  budget  also  includes  a 
new  proposal  to  "reform"  payments  for  direct  medical  education  costs,  reducing 
payments  by  $205  million  in  FY  1991. 

The  proposed  indirect  medical  education  cost  reduction  is  exceedingly  harsh 
and  unrealistic  in  light  of  the  costs  facing  teaching  hospitals.  The  General  Accounting 
Office  ("GAO")  has  opined  that  the  indirect  medical  education  adjustment  is  too  high 
(GAO/HRD-89-33).  GAO,  however,  recommends  a  rate  significantly  higher  than  that 
proposed  by  the  Administration.  The  GAO  recommends  that,  without  changes  to  the 
cost  factors  considered  in  calculating  the  adjustment,  the  indirect  medical  education 
adjustment  should  be  set  at  5.9  percent,  jf  the  costs  are  measured  more  accurately. 
Prospective  Payment  Assessment  Commission  (ProPac)  also  disagrees  with  the 
President.  Propac  recommends  the  level  be  set  at  6.8  percent. 

The  Association  of  American  Medical  Colleges  ("AAMC")  recently  analyzed  the 
impact  of  the  various  types  of  PPS  payments  on  hospital  margins  and  the  effect  of 
cutting  the  indirect  medical  education  adjustment  from  7.65  percent  to  4.5  percent,  as 
proposed  by  the  President.  The  AAMC  found  that  the  DRG  rate  does  not  recognize 
important  differences  in  hospital  costs,  including  the  range  of  services  offered  by 
teaching  hospitals  and  the  socioeconomic  mix  of  their  patients.  According  to  AAMC's 
analysis,  a  50  percent  reduction  in  the  indirect  medical  education  adjustment  would 
reduce  average  PPS  margins  of  teaching  hospitals  from  one  percent  to  -10  percent, 
not  counting  the  disproportionate  share  adjustment,  or  -5.5  percent  counting  the 
disproportionate  share  adjustment. 

Moreover,  the  impact  of  reductions  in  indirect  medical  education  payments  may 
be  exacerbated  by  changes  in  the  reimbursement  methodology  for  the  direct  costs  of 
medical  education.  Since  the  Health  Care  Financing  Administration  only  recently 
issued  proposed  regulations  for  implementing  this  statutory  change,  the  impact  of  the 
new  payment  methodology  is  not  yet  clear.  Thus,  to  avoid  the  potential  for  totally 
unmanageable  financial  distress,  it  may  be  wise  to  postpone  any  changes  in  the 
reimbursement  for  indirect  medical  education  costs. 

It  must  also  be  noted  that  recent  Medicare  data  indicate  that  teaching  hospitals, 
especially  public  institutions,  are  in  the  worst  overall  financial  situation  of  all  hospitals. 
It  thus  seems  an  ironic  time  to  cut  direct  and  indirect  Medical  Education  payments. 

In  summary,  reaching  a  truly  accurate  figure  with  respect  to  the  indirect  costs  of 
graduate  medical  education  involves  a  complex  interaction  of  variables  (such  as  case- 
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mix,  location,  and  the  effects  of  outlier  and  disproportionate  share  payments).  I  will  not 
venture  to  suggest  that  a  specific  figure  is  correct  or  incorrect.  Rather,  I  will  assert 
simply  this:  urban  public  hospitals  cannot  withstand  cuts  in  medical  education 
payments  without  compensating  adjustments  elsewhere  in  the  Medicare 
reimbursement  scheme. 

B.  Capital  Payments 

In  OBRA  1987,  Congress  reduced  payments  for  capital  costs  by  12  percent 
(below  costs)  as  of  January  1,  1988,  and  by  15  percent  in  FY  1989.  In  FY  1991  the 
Secretary  of  Health  and  Human  Services  will  be  required  to  incorporate  capital 
payments  into  the  prospective  payment  system. 

The  President  has  proposed  that  capital  costs  be  reduced  even  more  drastically 
in  FY  1991  ~  to  25  percent  below  costs  for  urban  hospitals,  and  15  percent  for  rural 
hospitals.  While  the  impact  of  these  reductions  would  not  be  as  great  as  that  resulting 
from  cuts  in  indirect  medical  education  reimbursement,  they  are  still  significant  for 
urban  public  hospitals. 

NAPH  members  and  other  metropolitan  public  hospitals  have  special  concerns 
regarding  capital  cost  reimbursement  because  the  average  age  of  their  plants  is 
significantly  greater  than  that  of  other  hospitals.  Capital  improvements,  including 
modernization  of  equipment,  have  been  unaffordable  to  most  urban  public  hospitals. 
Because  of  their  relatively  low  level  of  privately-insured  patients,  as  noted  above,  such 
hospitals  are  uniquely  reliant  on  government  payors  in  their  effort  to  gain  access  to 
capital.  Yet  renovations  and  improvements  must  be  made.  At  this  point,  the  situation 
is  getting  desperate  for  many  safety  net  facilities. 

Dr.  Sullivan's  statement,  therefore,  that  cuts  in  capital  payments  create  a 
"genuine  incentive"  for  hospitals  to  re-evaluate  their  construction  and  expansion  plans 
is  overly  optimistic  in  its  assumptions.  For  NAPH  members,  it  is  not  a  matter  of  re- 
evaluation.  It  is  a  question  of  how  to  find  capital  to  make  critically  necessary 
improvements. 

I  urge  you  to  keep  the  situation  of  these  hospitals  in  mind  when  considering  any 
changes  in  the  reimbursement  for  capital  costs.  In  addition,  we  will  be  asking  the 
Congress  later  this  year  to  consider  taking  positive  steps  to  assist  such  safety  net 
hospitals  in  gaining  access  to  capital. 

C.  The  Disproportionate  Share  Adjustment 

As  I  mentioned  above,  the  Medicare  disproportionate  share  adjustment  has 
been  essential  for  our  nation's  urban  public  hospitals,  and  has  been  an  effective  way 
to  target  Medicare  funds  where  they  are  needed  most.  From  the  information 
presented  earlier,  there  should  be  no  doubt  that  these  hospitals  are  deserving  of  this 
adjustment,  in  support  of  the  vital  role  they  play  in  caring  for  the  nation's  low  income 
elderly  and  other  poor,  and  in  providing  essential  specialized  services  to  all  citizens. 

NAPH  is  pleased  that  your  subcommittee  has  rejected  Administration  proposals 
to  terminate  the  DSH  adjustment  and  has  taken  the  lead  in  convincing  the  Congress  to 
increase  payments  and  to  reaffirm  the  importance  and  validity  of  the  disproportionate 
share  adjustment  by  extending  the  expiration  date  until  October  1,  1995.  The  need  for 
this  adjustment  continues  unabated,  and  efforts  to  reduce  or  eliminate  it  must  be 
rejected. 

IV.  Illustrations 

In  this  section  of  my  testimony,  I  would  like  to  illustrate  the  general 
characteristics  and  observations  set  out  above  by  describing  the  current  situation  of 
three  particular  urban  safety  net  hospitals. 
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A.  Cook  County.  Chicago 

Cook  County  Hospital  is  a  1,018  bed  public  general  hospital  located  in  Chicago, 
Illinois.  It  is  the  only  hospital  in  the  County  whose  primary  mission  is  to  provide  health 
care  to  the  poor  and  medically  indigent. 

In  1988,  Cook  County  Hospital  provided  over  237,000  inpatient  days  of  hospital 
care,  over  397,000  outpatient  visits,  and  over  252,000  emergency  room  visits.  Over  54 
percent  of  its  outpatient  visits  were  for  uninsured  or  low-income  patients. 

Cook  County  Hospital's  inpatient  admissions  totalled  34,409  in  1988.  Cook 
County  had  5,724  live  births  in  1988,  or  11  percent  of  all  birth  in  Chicago  for  1988. 

Cook  County  Hospital  is  a  Level  I  designated  Trauma  Center.  From  September 
1,  1987  to  August  31,  1988,  2,861  trauma  patients  were  admitted  to  the  Trauma 
Center.  This  represents  1 1  percent  of  all  emergency  inpatient  admissions  at  Cook 
County.  Cook  County  Hospital  represents  7  percent  of  hospital  beds  in  the  city  of 
Chicago,  7  percent  of  hospital  days  but  23  percent  of  emergency  room  visits  occur  at 
Cook  County. 

B.  Boston  City  Hospital 

Boston  City  Hospital  (BCH)  is  a  344-bed  tertiary  care  facility  founded  in  1864. 
Its  occupancy  rate  presently  is  75.8  percent. 

BCH  is  a  Level  I  Trauma  Center  and  also  offers  special  expertise  in  high-risk 
obstetrical  care,  pediatric  infectious  diseases,  and  connective  tissue  disorders.  The 
Hospital  contains  a  neonatal  intensive  care  unit  which  treats  one-fourth  of  all  the 
children  born  at  the  hospital.  In  addition,  BCH  serves  as  a  major  teaching  center  for 
nurses  and  other  allied  health  professionals,  as  well  as  physicians.  This  year,  BCH  will 
train  approximately  230  residents. 

BCH  had  net  operating  revenue  of  $114  million  in  1988,  and  will  provide  $52.4 
million,  or  about  46  percent  of  its  total  utilization,  in  care  for  uninsured  indigent 
patients.  Medicare  contributed  17  percent  of  the  hospital's  revenues,  or  $19.4  million 
in  FY  1988. 

Despite  these  payments,  BCH  has  been  losing  money  since  the  mid-1980s.  In 
1988  BCH  had  an  operating  margin  of  -23.8  million,  or  -21  percent.  BCH  currently 
projects  a  FY  1989  operating  margin  of  -9.2  percent.  Accounting  for  the  estimated 
cuts  in  direct,  and  proposed  cuts  in  indirect  medical  education  payments,  the 
Hospital's  total  operating  margin  would  be  -10.7  percent.  Unsponsored  patients 
represented  46  percent  of  patient  charges,  43  percent  of  discharges,  37  percent  of 
inpatient  days,  and  47  percent  of  outpatient  visits. 

C.  Harbor/UCLA  Medical  Center.  Los  Angeles 

Harbor/UCLA  Medical  Center,  part  of  the  Los  Angeles  County  Department  of 
Health  Services,  is  an  urban  teaching  hospital  that  functions  as  the  facility  of  last  resort 
for  the  uninsured  and  under-insured  population  in  the  southwestern  region  of  Los 
Angeles  County.  It  has  553  licensed  beds,  and  will  train  362  medical  residents  this 
year.  Harbor/UCLA's  average  daily  census  in  1988  was  expected  to  be  422  (for  an 
occupancy  rate  of  84.3  percent).  Harbor  is  a  certified  Level  I  Trauma  Center  and  is 
designated  as  a  Pediatric  Critical  Care  Center.  It  is  a  major  provider  of  public  mental 
health  care,  and  is  also  known  for  its  heart  surgery  and  renal  transplant  programs.  In 
1988,  Harbor  provided  over  $113  million  in  unreimbursed  charity  care.  Most  of  its 
Medicare  patients  are  low-income  and  are  also  eligible  for  Medi-Cal  (California's 
Medicaid  program).  Fifty-eight  percent  (58%)  of  discharges  were  Medicaid  and  30 
percent  were  self-pay.  Twenty-four  percent  (24%)  of  outpatient  visits  were  Medicaid 
and  51  percent  were  self-pay. 

In  1988,  Harbor's  net  revenues  came  primarily  from  Medi-Cal  payments  (45 
percent)  and  state  and  local  government  subsidies.  Medicare  payments  constituted 
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just  10  percent  of  its  net  revenues,  or  $12.4  million.  Harbor's  operating  expenses  for 
1988  were  $178.4  million,  while  its  net  operating  revenues  were  only  $127.4  million, 
leaving  a  negative  operating  margin  of  51  million  or  -29  percent.  If  local  and  non- 
Medicaid  state  subsidies  are  not  counted,  the  operating  margin  was  -81  million. 

In  summary,  you  can  see  from  these  illustrations  that  the  nation's  safety  net 
hospitals  are  operating  "at  the  margin."  In  fact,  most  have  negative  operating  margins, 
and  I  could  have  substituted  public  hospitals  in  Memphis,  Cincinnati,  Houston,  Denver, 
Oakland,  or  a  dozen  other  major  urban  areas  and  described  basically  the  same 
situations.  While  we  recognize  that  the  budget  deficit  constrains  the  ability  of 
Congress  to  address  all  of  the  needs  of  safety  net  hospitals,  we  urge  you  to  give  extra 
consideration  to  the  financial  situation  of  these  hospitals  in  formulating  your  budget 
recommendations. 

While  we  acknowledge  that  the  subcommittee  is  only  beginning  to  consider  its 
legislative  agenda  for  this  session,  we  believe  it  is  important  to  set  concrete  goals  early 
on  if  they  are  to  be  achieved  in  an  era  in  which  the  budget  deficit  is  such  an 
overwhelming  concern.  We  therefore  reiterate  our  applause  for  Chairman  Stark  and 
your  cosponsors  for  already  introducing  legislation  to  address  such  critical  concerns 
as  direct  support  for  "safety  net"  hospitals,  the  crisis  in  trauma  care,  and  the  adequacy 
of  Medicaid  payments. 

In  forthcoming  budget  debate,  we  urge  you  to  pay  careful  attention  to  the 
impact  of  the  indirect  teaching  and  disproportionate  share  hospital  adjustments  on  our 
most  vulnerable  safety  net  hospitals. 

IV.  Recommendations 

We  further  urge  your  continued  careful  consideration  of  legislation  to  mandate 
minimum  health  benefits.  In  the  interim,  while  we  await  the  Pepper  Commission  report 
and  the  enactment  of  more  uninsured  coverage,  the  time  may  also  be  ripe  to  extend 
and  expand  an  idea  you  have  proposed  in  the  past:  the  creation  of  a  national  indigent 
care  trust  fund,  and  the  financing  of  that  fund  from  insurance  premiums  taxes,  alcohol 
and  tobacco  taxes,  and  other  potential  revenue  sources.  We  would  be  pleased  to 
assist  you  in  the  design  of  such  a  program. 

We  expect  also  to  invite  your  continued  attention  this  year  to  narrower,  but 
equally  important,  issues  such  as  improving  access  to  capital  for  urban  and  rural 
safety  net  providers;  preserving  and  protecting  Medicare  bad  debt  payments,  outliers, 
and  outpatient  payments. 

Finally,  you  should  be  aware  that,  in  the  forthcoming  debate  over  the  most 
appropriate  methods  of  reducing  the  deficit  -  with  all  due  respect  to  the  campaign 
promises  of  President  Bush  --  you  will  have  the  support  of  at  least  this  segment  of  the 
industry  if  you  choose  to  raise  taxes  to  offset  at  least  a  part  of  the  deficit. 
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Chairman  Stark.  Larry,  thank  you.  Even  though  you  are  our 
last  witness,  I  think  the  hospitals  that  you  represent  are  our  prin- 
cipal concern. 

You  guys  always  get  stuck  and  I  hope  that  you  will  bring  us  rec- 
ommendations, if  there  are  any,  on  what  we  can  do  for  providing 
access  to  capital  particularly. 

I  know  in  my  own  district  and  certainly  in  New  York,  it  is  the 
hospitals  that  generally  have  the  highest  disproportionate  share 
and  the  most  acute  need  for  capital  as  well  and  I  rather  suspect  we 
are  going  to  have  to  just  face  up  to  that. 

I  think  we  are  going  to  have  to  face  up  to  subsidizing  emergency 
room  care,  whether  it  is  trauma  or  regular. 

Now,  I  hope  your  penny  ante  hopes  are  what  the  Pepper  Com- 
mission can  grind  out.  I  think  we  better  figure  out  how  we  are 
going  to  support  hospitals  other  without  than  that. 

I  do  think  that  the  greatest  hope  may  very  well  be  our  Gover- 
nors. Massachusetts  has  made  strides,  the  State  of  Washington  is 
getting  there.  Governor  Magin  may  provide  mandatory  health  in- 
surance, which  I  rather  suspect  is  going  to  be  most  helpful  to  hospi- 
tals in  your  category,  even  if  we  do  not. 

My  guess  is  that  if  we  provided  mandatory  coverage  for  the  37 
million  uninsured,  which  is  probably  a  much  higher  number  for  all 
those  folks  who  work  off  the  books,  that  we  are  talking  a  $60  bil- 
lion package. 

So,  when  you  are  dealing  with  an  administration  that  wants  to 
cut  $3  billion  out  of  a  $300  billion  defense  package,  and  $5  billion 
out  of  $110  billion  Medicare  package,  you  begin  to  get  a  sense  of 
their  priorities. 

To  raise  the  issue  of  $60  billion,  we  will  not  even  save  that  much 
in  the  first  year  if  we  cut  the  capital  gains  tax,  which  I  hope  we  do 
not. 

The  point  is  that  you  are  quite  right.  We  are  in  a  very  uncom- 
fortable position,  I  know  the  members  of  my  committee  share  this, 
we  have  been  presiding  for  5  or  6  years  over  a  program  that  we  are 
very  unhappy  with  because  we  just  do  not  have  the  ability  to  raise 
the  money  or  to  redistribute  the  costs  fairly.  I  do,  however  look  for- 
ward to  continuing  to  work  with  you. 

Mr.  Munson,  I  am  concerned  about  the  difference  in  direct  medi- 
cal education  costs.  Now,  is  my  understanding  that  they  vary 
widely  and  I  do  not  mean  to  question  whether  yours  are  higher  or 
lower  than  anybody  else's,  but  as  you  perhaps  heard  me  discuss 
with  Dr.  Wilensky  earlier,  I  do  feel  that  there  is  a  Federal  role  in 
supporting  medical  education. 

I  am  not  sure  what  that  is,  but  I  am  pretty  sure  that  there  is  no 
logical  reason  why  it  ought  to  be  in  the  Medicare  system.  I  mean  it 
is  there  and  it  gets  us  into  playing  a  lot  of  political  games. 

I  like  helping  with  indirect  medical  education  because  I  can  gen- 
erally find  a  way  to  get  that  money  into  hospitals  like  the  ones  Mr. 
Gage  represents. 

But  if  we  do  revise  a  way,  it  would  help  me  to  know,  for  exam- 
ple, how  much  you  would  have  to  charge  each  one  of  your  400  resi- 
dents and  interns  for  tuition.  I  do  not  know  whether  you  have  got 
100  interns  and  300  residents  or  vice  versa,  but  if  you  were  com- 
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pletely  self-funding,  based  on  what  the  medical  student  would  pay 
in  tuition,  how  much  would  that  be? 

It  would  be  interesting  to  me  because  what  I  am  wondering  is 
whether  we  ought  to  require  the  trainee  to  pay  you.  Obviously  we 
would  have  to  have  all  kinds  of  grants  and  scholarships  otherwise 
they  would  never  get  through  school,  but  we  could  then  collect  it 
later  from  the  arguably  higher  income  they  would  make  for  the 
rest  of  their  lives.  We  would  find  a  system  that  funds  education 
and  is  paid  for  by  those  who  benefit  from  the  education.  Part  of 
that  is  the  public  but  a  lot  of  that  also  is  the  person  who  will  re- 
ceive far  higher  income  than  average  during  their  earning  period. 

To  interpret  all  of  that,  it  would  be  interesting  to  know  if  that 
cost  is  so  out  of  sight  that  we  could  never  put  you  on  a  pay  as  you 
go  basis  or  could  it  be  done? 

You  want  to  submit  that  later.  I  am  just  curious  as  to  what  we 
would  have  to  do  to  fund  that  in  your  institution.  I  do  not  know 
whether  it  would  be  possible  but  it  would  be  of  interest  to  the 
Chair. 

Mr.  Munson.  I  think  what  I  would  like  to  do  is  work  on  an 
answer  and  respond.  Our  

Chairman  Stark.  Any  reason  as  to  why  the  costs  vary  so  much 
among  institutions?  Is  that  just  the  same  reason  that  different  sur- 
gical procedures  cost  different  amounts  in  different  cities  because  it 
is  tradition  or — 

Mr.  Munson.  No,  sir,  I  do  not  think  so.  I  would  like  to  refer  to 
Dr.  Knapp  in  a  minute,  but  I  think  part  of  the  answer  to  that  is 
due  to  the  different  amounts  of  medical  school  faculty  support. 

For  example,  we  are  a  public  sector  institution  and  our  school  of 
medicine  enjoys  a  $60  million  appropriation  from  the  State  of 
North  Carolina  to  offset  a  portion  of  the  costs  of  faculty  when  they 
behave  as  teachers. 

And  so  that  enables  us  to  pass  through  less  of  that  cost  to  Medi- 
care, and  therefore  we  are  below  the  average  nationally  in  cost  per 
resident,  whereas  some  of  the  private  schools  do  not  have  that 
option. 

Dr.  Knapp  may  want  to  expand  on  that. 

Chairman  Stark.  Doctor,  welcome  to  the  committee.  Would  you 
like  to  add  to  that? 

Mr.  Knapp.  I  just  want  to  say  the  average,  at  least  as  we  have 
had  it  explained  to  us,  is  somewhere  between  $55,000  and  $64,000 
per  resident.  There  is  a  wide  range.  There  are  probably  two  rea- 
sons  

Chairman  Stark.  That  would  be  the  cost? 

Mr.  Knapp.  That  would  be  the  payment  that  we  currently  get 
under  the  provision  passed  in  COBRA  1985,  which  I  think  took 
place  in  April  of  1986.  There  are  two  reasons  why  we  oppose  what 
the  administration  has  suggested  in  this  regard. 

One  is  the  regulations  to  put  that  COBRA  1985  statutory  require- 
ment in  place  were  issued  only  last  September  and  we  do  not  really 
have  any  idea  what  the  factual  situation  is.  Overall,  there  is  prob- 
ably more  variation  than  we  would  care  to  see. 

On  the  other  hand,  I  think  you  ought  to  have  some  idea  of  which 
institutions  have  the  high  costs  and  perhaps  try  to  understand  why 
they  have  them.  Let  me  give  you  an  example. 
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Chairman  Stark.  Sure. 

Mr.  Knapp.  With  regard  to  a  great  many  of  Larry  Gage's  mem- 
bers, which,  incidentally  most  of  whom  overlap  with  ours,  there  are 
some  institutions  where  very  little  in  the  way  of  professional  fees 
are  charged  by  physicians  to  take  care  of  Medicare  patients.  It  is 
more  of  a  team  issue — a  team  orientation  with  the  faculty  member 
and  the  resident. 

In  that  situation  what  you  are  really  doing  is  paying  the  faculty 
member  a  salary  rather  than  generating  a  fee.  So,  you  would  have 
some  of  his  institutions  as  well  as  ours  with  very  high  pre-resident 
payments  since  a  faculty  salary  is  paid  rather  than  part  B  fee  bill- 
ing. 

However,  there  is  a  good  reason  for  that.  So,  what  it  comes  down 
to  is  the  complexity  of  the  situation  which  is  similar  to  the  rest  of 
the  discussion  this  morning.  Before  we  get  into  that  I  think  we 
ought  to  have  pretty  fair  idea  of  who  is  going  to  be  hurt  and  why. 

Second,  the  administration's  has  proposed  to  pay  more  support  to 
primary  care  residency  programs  than  others.  To  pay  Mr.  Mun- 
son's  hospital  a  higher  rate  for  primary  care  residents  has  nothing 
to  do  with  a  medical  student's  choice.  He  is  not  going  to  pay  that 
resident  more  money. 

Therefore,  I  do  not  think  that  the  proposal  set  forth  is  related  to 
the  problem  under  discussion.  We  would  be  willing  and  interested 
in  working  on  this  subject,  but  for  a  lot  of  reasons  I  think  the 
Health  Care  Financing  Administration  has  been  a  little  slow  on 
this.  We  would  like  to  work  with  your  staff  on  this  subject. 

Chairman  Stark.  Mr.  Munson,  if  everybody  who  came  into  your 
hospital  was  able  to  pay  you  Medicare  rates,  and  you  had  no  un- 
compensated care  at  all,  could  you  break  even? 

Mr.  Munson.  This  year  we  would  lose  about  3  percent  on  our 
total  book  of  business.  This  year  Medicare  patients  are  costing  us  3 
percent. 

Chairman  Stark.  Yes,  but  what  are  you  losing  in  uncompensated 

care? 

Mr.  Munson.  About  $25  million. 

Chairman  Stark.  Well,  that  is  what  I  am  saying.  If  you  had  no 
uncompensated  care,  if  there  was  universal  health  insurance  but 
the  payment  rate  was  at  Medicare,  how  would  you  come  out, 
roughly? 

Mr.  Munson.  Well,  if  the  payment  rate  were  at  the  way  Medi- 
care now  is  and  our  costs  were  the  way  our  costs  presently  are,  we 
would  lose  about  $6  million  on  a  $200  million  budget.  However,  we 
are  

Chairman  Stark.  In  other  words,  you  are  saying  you  have  $25 
million  in  uncompensated  care  loss  but  you  are  losing  $31  million 
on  Medicare? 

Mr.  Munson.  I  think  I  lost  you  there. 

Chairman  Stark.  You  said  you  had  $25  million  in  uncompensat- 
ed care. 

Mr.  Munson.  Right,  that  is  exclusive  of  bad  debts  and  contrac- 
tual allowances. 

Chairman  Stark.  No,  what  I  am  saying  is  if  we  had  universal 

health  insurance  

Mr.  Munson.  I  understand. 
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Chairman  Stark  [continuing].  You  would  have  no  bad  debt,  no 
uncompensated  care.  Now,  if  we  had  a  single  payer  insurance  in 
the  country,  and  you  received  the  Medicare  rate,  how  would  you 
come  out? 

You  are  saying  you  would  come  out  about  3  percent  short? 

Mr.  Munson.  Yes,  and  I  think  that  answer  may  be  incorrect  only 
because  I  am  failing  to  account  for  the  contractual  allowances  for 
Medicaid  and  we  lose  another  $12  million  on  Medicaid. 

Chairman  Stark.  Yes,  I  am  saying  there  would  be  no  more  Med- 
icaid. We  would  pay  the  Medicare  rate  which  is  generally  higher — 

Mr.  Munson.  And  we  would  probably  come  out  all  right. 

Chairman  Stark.  We  are  talking  about  if  we  had  universal 
health  insurance,  everybody  is  saying,  "My  God,  what  would 
happen  to  the  hospitals.' ' 

If  you  had  universal  health  insurance  at  the  Medicare  rate,  argu- 
ably then  you  would  begin  to  think  that  would  pick  Medicaid  up  to 
Medicare  in  those  States  where  it  does  not  exist.  There  would  be  no 
uncompensated  care. 

I  have  a  hunch  that  most  hospitals  save  for  profits,  the  propri- 
etaries would  do  all  right.  I  am  not  suggesting  that  it  would  not 
come  up  some,  but  if  you  could  calculate  that  I  would  be  curious 
because  your  hospital  had  some  other  costs  that  an  average  hospi- 
tal would  not  have. 

Paul,  one  of  the  things  that  you  talked  about  other  than  closing 
hospitals,  which  you  were  kind  enough  not  to — I  did  not  get — what 
was  the  number  this  year?  [Laughter.] 

Mr.  Rettig.  It  will  probably  be  out  soon. 

Chairman  Stark.  It  was  straight — last  year  was  40,  how  many 
closed  last  year? 

Mr.  Rettig.  The  numbers  will  probably  be  out  soon.  I  really  do 
not  know  what  they  are. 

Chairman  Stark.  OK,  I  am  eagerly  awaiting.  But  you  did  suggest 
that  a  lot  of  services  that  are  being  cut  are  trauma  care  in  obstet- 
rics, but  that  is  really  not  a  Medicare  service,  is  it? 

I  mean,  if  trauma  care  and  obstetrics  are  closing,  it  is  for  other 
reasons,  I  suspect,  than  Medicare  payments.  Maybe  I  am  missing 
something  there,  or  did  I  misunderstand  you? 

Mr.  Rettig.  I  think  all  we  would  argue  is  that  the  Medicare  pay- 
ment rate  is  part  of  the  overall  financial  situation  of  the  hospital 
and  that  the  hospital,  under  stress,  needs  to  decide  how  it  is  going 
to  remain  whole  and  it  has  to  get  some — 

Chairman  Stark.  Those  are  probably  the  big  losers  anyway. 

Mr.  Rettig.  It  has  been  discussed  today,  a  very  serious  problem, 
it  is  the  uncompensated  care  problem.  There  is  about  $8.3  billion  in 
unsponsored  care  that  hospitals  give  out. 

Chairman  Stark.  Did  you  suggest  that  outpatient  care  is  growing 
just  at  the  rate  of  GNP?  Did  I  hear  you  right  or  did  I  

Mr.  Rettig.  I  think  what  I  said  was  that  hospital  costs,  outpa- 
tient and  inpatient  combined,  are  increasing— are  remaining  more 
or  less  constant  at  about  a  little  over  4  percent  of  the  GNP. 

The  data  does  not  distinguish  inpatient  and  outpatient. 

Chairman  Stark.  OK,  how  do  you  feel  about  the  question  I  asked 
Stuart?  It  would  seem  to  me  that  with  the  huge  increase  in  outpa- 
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tient  procedures,  moving  away  from  the  hospital,  that  hospitals 
costs,  as  a  share  of  GNP,  should  go  down. 

Mr.  Rettig.  A  lot  of  the  care  has  gone  from  inpatient  to  outpa- 
tient but  hospitals  still  render  that  care.  It  may  well  be  so.  I  do  not 
know  how  to  account  for  the  fact  that  some  care,  which  formerly 
was  in  the  hospital  setting,  is  no  longer  there  at  all. 

Chairman  Stark.  Well,  thank  you. 

I  want  to  thank  the  panel.  What  I  would  urge  the  panel  is  to  all 
now  run  over  to  the  Budget  Committee  and  urge  them  to  take  our 
recommendation  that  we  deal  with  $1.7  billion  in  cuts  rather  than 
$5  billion  in  cuts  and  then  at  least  we  will  have  80  percent  of  our 
problem  solved. 

We  will  try  and  do  the  best  we  can  with  the  20  percent  of  the 
problem  that  remains. 
Thank  you  very  much. 
The  committee  is  adjourned. 

[Whereupon,  at  1:35  p.m.,  the  hearing  was  adjourned.] 
[Submissions  for  the  record  follow:] 
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STATEMENT  OF  THE  HONORABLE  BYRON  L.  DORGAN 
COMMITTEE  ON  WAYS  AND  MEANS,   SUBCOMMITTEE  ON  HEALTH 
HEARING  ON  ISSUES  RELATING  TO  FISCAL  YEAR  1991  MEDICARE  PART  A  BUDGET 
FEBRUARY  28,  1990 


Mr.  Chairman,  I  am  pleased  that  the  Subcommittee  on  Health  is  holding 
these  hearings  on  Medicare  Part  A  issues  relating  to  the  fiscal  year  1991 
budget.     As  you  know  Mr.  Chairman,  the  President  has  proposed  substantial 
cuts  in  the  Medicare  program  for  fiscal  year  1991,  calling  for  the  lions 
share  of  the  savings  in  the  Part  A  portion  of  the  program.       In  my 
judgement,  the  level  of  cuts  in  Medicare  payments  to  hospitals  proposed  by 
the  President  raise  serious  concerns  with  respect  to  beneficiaries  and 
providers  alike.     If  reductions  of  this  magnitude  are  adopted,   I  fear  that 
the  accessibility  and  the  quality  of  health  care  available  to  Medicare 
beneficiaries  will  be  compromised. 

In  light  of  the  $5.5  billion  in  Medicare  cuts  that  have  been  proposed, 
the  Committee  on  Ways  and  Means  has  a  very  tough  road  ahead  in  responding 
to  the  pressures  coming  from  the  Administration  to  continue  to  tise  the 
Medicare  program  for  deficit  reduction.     What  is  particularly  troubling  is 
that  hospitals  are  being  asked  to  bear  the  majority  of  the  proposed 
savings.     The  fact  is,  hospitals  have  already  shouldered  their  fair  share 
of  the  burden  to  reduce  the  deficit  in  previous  years.     Further,  over  the 
past  8  years,  growth  in  hospital  expenditures  has  remained  steady  as  a 
percentage  of  GNP  while  other  health  care  expenditures  have  increased  along 
the  same  category.     By  most  appearances,  the  Prospective  Payment  System 
(PPS)  has  gained  some  control  over  expenditures  in  the  Part  A  portion  of 
the  Medicare  program.     Major  reductions  in  Medicare  payments  to  hospitals, 
such  as  those  proposed  by  the  President,  are  going  cut  into  the  meat  of 
health  care  delivery  and  go  beyond  trimming  the  fat. 

This  is  particularly  evident  in  what  we  see  happening  to  rural  health 
care  delivery.     Rural  hospitals,  especially  the  smaller  rural  hospitals, 
are  particularly  vulnerable  to  major  cuts  in  Medicare  payments.     The  high 
rate  of  closures  in  small  rural  hospitals  —  which  typically  have  a  greater 
dependency  on  Medicare  patients  —  suggests  that  the  Committee  must 
continue  to  examine  ways  to  adjust  Medicare  payments  to  meet  the  needs  of 
an  increasing  Medicare  population  and  increasing  financial  pressures  on 
rural  communities  to  keep  their  hospital  doors  open.     Further  Part  A 
reductions  must  be  carefully  considered  and  minimized  as  much  as  possible, 
at  least  in  the  near  future. 

Last  year  the  Committee  on  Ways  and  Means  put  together  a  rural  health 
care  package  that  will  provide  significant  relief  to  rural  hospitals 
throughout  the  country.     This  package  provided  a  badly  needed  special 
update  in  the  payment  rate  to  rural  hospitals  as  well  as  establish  several 
policy  changes  to  existing  programs.     The  package  also  included  a  novel 
program  designed  Lo  assist  rural  communities  and  states  adapt  to  the 
changing  rural  health  care  environment.     I  think  that  the  EACH  program 
offers  promising  alternatives  to  rural  communities  to  continue  health  care 
services  in  their  area  when  maintaining  their  hospitals  as  they  currently 
exist  becomes  an  insurmountable  burden.     I  look  forward  to  contining  to 
work  with  my  colleagues  on  this  Committee  to  build  upon  the  programs  and 
changes  we  made  last  year  to  help  rural  health  care. 

Challenges  still  remain  however  to  ensure  that  Medicare  beneficiaries 
in  rural  areas  have  access  to  quality  health  care.     The  Committee  on  Ways 
and  Means  must  continue  to  recognize  the  unique  nature  of  rural  health  care 
delivery.     I  recommend  that  the  Committee  consider  some  modest  proposals, 
that  I  will  suggest  below,  that  will  address  some  of  the  ongoing  challenges 
facing  rural  health  care. 
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First,   I  applaud  the  recommendation  of  the  Prospective  Payment 
Assessment  Commission  (ProPAC)   to  provide  a  differential  update  in  Medicare 
payments,  providing  for  a  higher  rural  update.     Further,  ProPAC  also 
recommends  that  the  differential  in  the  standardized  rate  between  urban  and 
rural  hospitals  be  eliminated  over  a  three-year  period.     As  a  result  of  the 
higher  rural  update  enacted  in  the  Omnibus  Budget  Reconciliation  Act  of 
1989,  the  differential  in  the  standardized  rate  stands  at  about  a  7  percent 
shortfall  for  rural  hospitals  as  compared  to  urban  hospitals.     I  believe 
that  this  differential  should  be  totally  eliminated  and  phasing  it  out,  as 
suggested  by  ProPAC,  seems  to  be  a  reasonable  way  to  do  it.     I  see  no 
reason  why  this  Committee  cannot  commit  to  beginning  this  phase-out  this 
year. 

Second,   I  think  that  the  Committee  ought  to  look  at  other  aspects  of 
the  overall  urban/rural  differential.     The  differential  in  the  standardized 
rate  is  only  a  portion  of  a  larger  differential,  which  can  exceed  30 
percent  lower  payments  to  rural  hospitals  than  urban  hospitals.     A  major 
portion  of  the  overall  differential  constitutes  the  wage  index.     I  think 
that  there  are  several  options  that  the  Committee  ought  to  look  at  that 
would  redefine  the  wage  index  as  it  effects  rural  hospital  payments.  One 
of  the  problems  with  the  current  wage  index  calculations  is  that  it  assumes 
that  all  rural  counties  within  a  particular  state  compose  a  single  labor 
market.     The  fact  is,   there  is  often  a  great  deal  of  variance  between 
rural  areas  within  each  state  and  there  are  many  instances  where  rural 
hospitals  are  competing  with  nearby  urban  hospitals  for  the  same  staff.  It 
seems  to  me  that  we  should  make  some  adjustments  to  the  wage  index  that 
would  recognize  and  correct  some  of  these  problems. 

I  understand  that  this  year  the  wage  index  will  be  updated  and  this 
should  positively  impact  many  rural  and  urban  hospitals.     I  think  that  the 
Committee  can  begin  laying  some  ground  work  on  addressing  some  of  the 
problems  with  the  way  in  which  the  labor  costs  for  hospital  payments  are 
calculated.     I  would  suggest  that  the  Committee  examine  various  policy 
options  that  could  address  some  of  the  problems  that  rural  hospitals  are 
confronted  with  under  the  current  system. 

One  approach  would  be  to  establish  separate  area  wage  indices  for  each 
rural  hospital.     Preferably,  each  rural  hospital's  wage  index  should  be 
linked  in  some  fashion  to  the  wage  index  of  it's  neighboring  hospitals. 
This  would  recognize  the  fact  that  many  rural  hospitals  compete  in  the  same 
labor  market  for  professional  and  technical  staff  as  nearby  urban 
hospitals.     In  other  cases,   this  approach  would  recognize  the  variances 
between  rural  areas  within  a  particular  state  in  regards  to  their  labor 
markets . 

Another  option  would  be  to  consider  distinguishing  occupational  mix 
categories  within  the  wage  index.     Because  the  current  wage  index  does  not 
account  for  geographic  variations  in  occupational  mix,  the  current  formula 
is  biased  in  favor  of  areas  that  have  a  higher  level  of  occupational  skill 
employees  —  typically  larger  hospitals  in  urban  areas.     I  understand 
ProPAC  is  endorsinging  this  proposal  in  it's  recommendations  to  the 
Committee  today. 

Finally,  I  want  to  express  some  concern  about  the  issue  of  capital 
payments.     Mr.  Chairman  I  understand  that  you,  and  other  Members  of  this 
panel,  have  proposed  to  link  capital-related  payments  to  occupancy  rates. 
I  have  some  serious  concerns  about  this  policy  move. 

I  wish  to  make  it  clear  that  I  am  not  necessarily  suggesting  that  we 
maintain  the  current  capital-related  reimbursement  system.     Indeed,  some 
changes  may  be  necessary.     However,   linking  capital  payments  to  occupancy 
rates  may  be  devastating  to  small  rural  hospitals.     Rural  hospitals,  as  you 
know,  are  having  increasing  difficulty  in  maintaining  volume.     I  think  that 
it  is  too  simplistic  to  equate  low  occupancy  rates  with  inefficiency. 
Rather,  the  low  occupancy  rates  found  in  many  rural  hospitals  are  part  of 
the  unique  environment  of  rural  health  care  delivery.     A  small  hospital 
with  only  20  or  30  beds  will  have  their  occupancy  rate  thrown  out  of  whack 
with  only  one  or  two  fewer  patients.     It  just  seems  unfair  to  use  occupancy 
rates  as  a  standard  of  capital  efficiency  for  hospitals,   especially  rural 
hospitals . 
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Further,  occupancy  rates  seem  to  impose  a  questionable  standard  in 
relation  to  capital  payments.     One  of  the  by-products  of  the  PPS  system  is 
that  hospital  stays  have  shortened.     Pressuring  hospitals  to  reduce 
the  number  of  licensed  beds  as  a  way  to  increase  occupancy  rates  seems  to 
do  little  in  controlling  the  overall  capital  related  obligations  of  a 
particular  hospital.     The  Committee  should  be  looking  at  the  capital 
payment  issue.     I  just  have  some  reservations  about  linking  capital-related 
payments  to  occupancy  rates. 

In  conclusion,   I  wish  to  reiterate  my  desire  that  the  Committee  on 
Ways  and  Means  continue  to  work  to  change  the  inequitable  basis  of  payments 
to  rural  hospitals.     The  Committee  has  recognized  the  pressing  needs  of 
rural  hospitals  and  has  made  significant  headway  in  trying  to  provide 
solutions  to  the  problems  facing  rural  health  care  delivery.     Mr.  Chairman, 
I  am  personally  grateful  for  the  interest  you  have  taken  in  rural  health 
care.     But  inequities  still  exist  and  the  Committee  must  continue  to 
address  these  problems.     I  look  forward  to  working  with  my  colleagues  on 
this  Committee  to  address  these  issues. 
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STATEMENT  OF  THE  NATIONAL 
ASSOCIATION  OF  REHABILITATION  FACILITIES 
SUBMITTED  TO  THE  SUBCOMMITTEE  ON  HEALTH 
OF  THE  COMMITTEE  ON  WAYS  AND  MEANS 
FOR  THE  RECORD  OF  THE  FEBRUARY  28,    1990  HEARING 
REGARDING  1991  BUDGET  ISSUES  RELATING  TO  HOSPITAL  PAYMENT 
UNDER  PART  A  OF  THE  MEDICARE  PROGRAM 

Mr.  Chairman: 

This  statement  is  submitted  to  the  Subcommittee  on  Health  by 
the  National  Association  of  Rehabilitation  Facilities  (NARF)  to 
be  included  in  the  record  of  the  hearing  on  Medicare  Part  A  held 
on  February  28,  1990.  It  addresses  issues  of  concern  to  providers 
of  inpatient  rehabilitation  services  to  Medicare  patients. 

NARF  is  the  principal  national  membership  organization  of 
medical,  vocational  and  residential  rehabilitation  facilities. 
Its  membership  includes  most  of  the  facilities  excluded  from  the 
Medicare  PPS  as  rehabilitation  hospitals  and  a  substantial  number 
of  long  term  hospitals  and  rehabilitation  units  which  are 
similarly  excluded. 

This  statement  addresses  four  points: 

1.  The  need  to  establish  new  base  years  for  calculating 
TEFRA  limits  for  certain  hospitals  and  units; 

2.  The  need  for  calculation  of  market  baskets  and  annual 
updates    of    TEFRA    limits    for    rehabilitation  hospitals 
and  units  separate  and  apart  from  calculations  for  PPS 
hospitals ; 

3.  Use  of  the  1991  market  basket  of  5.6%  to  update  TEFRA 
limits  to  that  year;  and 

4.  Continued  improvement  of  the  exceptions  and  adjustment 
process  at  HCFA  to  produce  fair  and  timely  action  on 
applications. 

These  all  affect  the  payments  to  rehabilitation  providers. 
For  many,  the  per-discharge  limits  on  reimbursement  of  cost 
imposed  under  the  Tax  Equity  and  Fiscal  Responsibility  Act  of 
1982  do  not  cover  the  cost  of  legitimate,  necessary  and  cost- 
effective  service.  The  TEFRA  system  was  enacted  as  a  temporary 
measure  to  limit  cost  increases  pending  the  adoption  of  a 
prospective  payment  system.  A  prospective  payment  system  was 
enacted  in  1983,  but  rehabilitation  facilities  and  certain  other 
types  of  providers  were  excluded  because  their  characteristics 
and  patients  were  not  reflected  in  the  data  used  to  construct  the 
PPS.  In  1990,  eight  years  later,  rehabilitation  facilities  and 
other  excluded  providers  are  still  under  "temporary"  TEFRA 
limits . 

However,  as  time  goes  by  the  inequities  in  this  system 
intensify  as  programs,  patient  mix  and  patient  acuity  change. 
Also,  TEFRA  limits  vary  widely  among  providers,  creating  serious 
inequities  in  competitive  relationships.  New  providers  have 
limits  based  on  current  cost  while  older  ones  are  subject  to 
limits  based  on  their  costs  in  the  early  1980s. 

These  defects  have  been  magnified  by  the  failure  of  TEFRA 
updates  over  this  period  to  keep  pace  with  costs.  Until  OBRA 
1987,  TEFRA  updates  for  excluded  providers  were  tied  to  PPS 
updates.  As  a  result  adjustments  in  market  baskets  to  reflect 
site  substitution,  DRG  coding  practices  and  changes  in  technology 
were  applied  to  providers  under  TEFRA,  when  none  of  the  these 
factors  was  applicable  to  them.  This  is  a  gross  inequity.  Up- 
dates for  1989  and  1990  have  been  higher  than  for  PPS  hospitals, 
but  the  percentage  adjustments  are  applied  to  per-discharge  costs 
that  are  inadequate. 
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The  position  of  providers  of  inpatient  rehabilitation 
services  should  be  addressed  by  this  Congress. 

1.  THE  NEED  FOR  REBASING  CERTAIN  PROVIDERS 

The  system  of  TEFRA  limits  is  increasingly  inequitable  and 
is  extracting  considerable  financial  resources  from  rehabilita- 
tion providers  who  are  meeting  the  needs  of  their  patients  with 
costs  above  their  limits.  The  ultimate  solution  to  this  problem 
is  adoption  of  a  payment  methodology  that  adjusts  to  increases  in 
requirements  and  changes  in  the  cost  of  providing  it.  In  the 
Omnibus  Budget  Reconciliation  Act  of  1989  the  Congress  directed 
the  Secretary  of  HHS  to  submit  recommendations  for  modifying 
reimbursement,  but  it  is  not  likely  that  such  recommendations 
will  be  forthcoming  soon.  NARF  has  advanced  to  HHS  the  idea  of 
examining,  through  research,  the  value  of  patient  functional 
status  measures  as  a  means,  along  with  diagnosis  and  other  fac- 
tors, of  classifying  patients  for  payment  purposes.  Functional 
status  measures  were  recommended  by  earlier  research  as  the  most 
promising  basis  for  a  prospective  payment  system  for  rehabilita- 
tion. However,  nothing  has  been  done  to  explore  this  concept. 
There  are  no  other  viable  alternatives  in  prospect. 

In  view  of  these  circumstances,  some  action  must  be  taken  to 
mitigate  the  serious  penalties  being  imposed  by  outdated  TEFRA 
limits.  NARF  recommends  that  such  action  be  taken  in  the  form  of 
adopting  1988  as  the  new  base  year  for  rehabilitation  hospitals, 
rehabilitation  units  and  long  term  hospitals  which  have  exceeded 
their  TEFRA  limits  in  that  year.  The  basis  for  and  effect  of 
this  proposal  are  set  forth  in  a  NARF  paper  on  the  subject  which 
is  attached  to  this  statement  (without  enclosures). 

The  need  for  such  action  is  urgent  and  the  Subcommittee  is 
urged  to  include  it  in  any  package  of  Medicare  amendments  that  is 
developed  in  this  session  of  the  Congress. 

2.  SEPARATE  UPDATES  FOR  REHABILITATION  ARE  NEEDED 

As  described  above,  the  fact  that  updates  of  TEFRA  limits 
for  excluded  providers  were  tied  to  those  for  PPS  hospitals 
resulted  in  annual  updates  of  TEFRA  limits  falling  far  short  of 
advances  in  the  cost  of  treatment.  This  problem  has  been  com- 
pounded by  the  fact  that  rehabilitation  is  very  labor  intensive. 
Personnel  costs  in  rehabilitation  hospitals  and  units  currently 
exceed  64%  of  their  total  costs.  This  compares  with  an  average 
of  slightly  less  than  57%  for  PPS  hospitals.  Preliminary  analyses 
of  the  first  set  of  NARF  survey  respondents  shows  that  rehabili- 
tation hospitals  and  units  continue  to  have  a  similar  level  of 
labor  costs  (salaries,  wages  and  fringe  benefits)  if  not  several 
percentage  points  higher  than  those  found  in  previous  surveys. 

This  higher  percentage  of  facility  costs  associated  with 
personnel  is  also  significant  in  looking  at  salary  trends  for  the 
types  of  personnel  related  to  rehabilitation,  specifically, 
physical  therapists,  occupational  therapists  and  rehabilitation 
nurses.  These  specialists  are  in  short  supply.  Consequently, 
there  is  considerable  competition  to  recruit  and  retain  these 
personnel,  resulting  in  higher  salaries  and  recruitment  costs.  A 
NARF  1986  sample  of  18  rehabilitation  hospitals  reported  that  for 
the  then  two  most  recently  completed  fiscal  years  (1985  to  1986), 
the  cost  for  physical  therapy  services  increased  by  over  7.1%; 
occupational  therapy  by  6.6%;  and  rehabilitation  nursing  by  5%. 
These  figures  were  higher  than  other  national  data  compiled  by 
the  University  of  Texas  which  show  the  mean  maximum  rate  of 
change  from  1985  to  1986  for  maximum  salary  rates  for  registered 
nurses  to  be  5.46%;  for  physical  therapists  to  be  4.46%;  and  for 
occupational  therapists  to  be  5.66%. 
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A  second  area  showing  an  increase  in  costs  for  rehabilita- 
tion facilities  is  in  medical  supplies.  The  same  1986  NARF 
survey  referenced  above  indicated  an  increase  of  27.4%  in  the 
cost  of  medical  supplies  for  the  1985  .  to  1986  period.  This  is 
probably  a  function  of  earlier  patient  transfers  to  rehabili- 
tation facilities,  partly  because  of  the  incentives  in  the  PPS  to 
discharge  patients  earlier.  Data  from  a  small  sample  of  hospitals 
that  have  applied  to  HCFA  for  exception  and  adjustment  relief 
have  shown  that  the  time  for  patient  referral  from  a  PPS  hospital 
to  rehabilitation  from  onset  of  the  disability  has  dropped  dra- 
matically. An  earlier  referral,  while  beneficial  to  the  clinical 
needs  of  patients  and  their  rehabilitation  potential,  usually 
means  a  sicker  patient. 

Finally,  NARF  recommends  that  there  be  no  reductions  to  the 
market  basket  along  the  lines  of  policy  target  adjustment  factors 
(PTAFs)  as  utilized  previously  by  HHS.  Excluded  rehabilitation 
hospitals  and  units  in  the  past  were  subject  to  reductions  in  the 
market  basket  for  these  PTAFs  for  factors  that  had  absolutely  no 
bearing  upon  excluded  rehabilitation  hospitals  and  units.  These 
PTAFs  included,  for  example,  changes  in  practice  patterns,  site 
substitution,  changes  in  case  mix,  productivity  and  the  like. 

Rehabilitation  hospitals  and  units  are  experiencing  substan- 
tially higher  per-discharge  costs  because  of  the  sooner  and 
sicker  phenomenon  as  noted  above.  To  the  extent  that  changes  in 
practice  patterns  affect  per-discharge  costs,  the  changes  that 
resulted  from  the  PPS  tend  to  increase  them.  Excluded  rehabili- 
tation hospitals  and  units  are  the  site  to  which  the  PPS  patient 
has  been  substituted.  Additionally,  case  mix  changes  that  have 
occurred  generally  show  increased,  not  decreased,  severity.  An 
early  unpublished  study  done  by  ProPAC  showed  a  considerable 
increase  in  case  mix.  The  TEFRA  system  does  not  acknowledge 
changes  in  case  mix  on  a  positive  or  negative  basis.  Thus, 
excluded  hospitals  are  not  able  to  increase  revenues  by  upgrading 
their  case  mix  through  coding,  commonly  known  as  "DRG  creep." 

NARF  also  advocates  the  use  of  a  separate  market  basket  for 
rehabilitation  —  or  at  least  for  excluded  facilities,  thereby 
recognizing  the  difference  in  higher  costs,  as  noted  above  and  in 
the  NARF  1989  survey  of  labor  costs  which  was  sent  previously  to 
the  Committee.  ProPAC  has  recommended  a  separate  update  based  on 
a  separate  market  basket  of  5.6%.     NARF  supports  this  proposal. 


3.        UPDATE    1991    TEFRA    LIMITS    BY    NO    LESS    THAN    THE  MARKET 
BASKET  OF  5.6% 

As  indicated  above,  there  should  be  no  policy  adjustments  to 
market  basket  updates  of  the  type  that  are  often  applied  to  PPS. 
At  a  minimum  the  full  market  basket  should  be  used  to  update 
limits  for  rehabilitation  facilities. 

Assuming  adoption  of  a  rebasing  proposal  containing  the 
elements  of  the  NARF  proposal  discussed  above  and  in  the  attached 
paper,  it  is  critical  that  future  updates  keep  pace  with  infla- 
tion. Pending  the  calculation  of  separate  updates  for  rehabilita- 
tion to  reflect  its  unigue  cost  structure,  no  less  than  the  full 
market  basket  should  be  used  to  adjust  TEFRA  limits. 


4.        IMPROVEMENTS    IN   THE    EXCEPTIONS    AND   ADJUSTMENT  PROCESS 
CONTINUE  TO  BE  NEEDED 

The  only  current  avenue  for  providers  of  rehabilitation  to 
obtain  relief  from  inadeguate  TEFRA  limits  is  by  applying  to  HCFA 
for  an  exception  and/or  adjustment.     NARF  wishes  to  commend  HCFA 
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for  its  efforts  to  deal  with  such  applications  fairly  under  quite 
adverse  circumstances,  primarily  the  lack  of  staff  relative  to 
the  number  of  applicants.  Because  of  the  inadequacies  of  the 
system,  more  and  more  providers  are  beinq  forced  to  seek  excep- 
tions or  adjustments  and  HCFA  is  overburdened  with  applications. 

Rebasinq  would  reduce  the  number  of  such  applications  for 
future  years,  but  will  not  affect  those  for  years  prior  to  1990. 

The  OBRA  1989  requires  HCFA  to  publish  quidelines  for 
exception  and  adjustment  applications.  It  also  explicitly 
authorizes  the  aqency  to  adopt  new  base  years  for  providers. 
Requlations  on  both  provisions  are  expected  soon.  Both  actions 
will  be  helpful. 

One  continuinq  problem  with  the  present  system  is  the  period 
required  to  obtain  a  decision  on  an  application  for  an  exception 
or  adjustment.  By  requlation,  applications  must  be  filed  with  a 
provider's  fiscal  intermediary.  There  is  no  time  limit  on  the 
period  that  the  intermediary  may  take  to  develop  its  recommen- 
dation and  submit  the  application  to  HCFA.  There  have  been  a 
number  of  cases  where  intermediaries  held  applications  the  better 
part  of  a  year.  There  should  be  some  time  limit  on  the  period 
that  intermediaries  can  take  for  their  work.  This  could  be  done 
by  requlation  and  should  be.       Sixty  days  is  ample  time. 

Current  requlations  require  HCFA  to  issue  a  decision  within 
180  days  after  receipt  of  an  application  (from  the  intermediary). 
This  time  limit  should  be  modified  to  include  the  intermediary's 
review.  If  sixty  days  were  qiven  to  the  intermediary,  HCFA  would 
then  have  120  days,  an  ample  period.  The  period  taken  by  HCFA  is 
not  determined  by  the  complexity  of  these  cases,  but  HCFA's 
staffinq.  Shorter  deadlines  for  review  would  presumably  increase 
requests  for  staffinq,   if  that  is  what  is  required  to  meet  them. 

A  provider  who  has  incurred  leqitimate  costs  should  not  have 
to  wait  for  a  year  or  more  for  a  determination  on  its  case  for 
adjustment. 

If  the  requlations  to  be  forthcominq  from  HCFA  do  not 
address  these  problems,   leqislation  should  do  so. 


5.  CONCLUSION 

NARF  commends  these  positions  to  the  Subcommittee  and  urqes 
that  they  be  addressed  in  this  Conqress. 


Submitted  by: 

Ms.  Carolyn  Zollar 
General  Counsel 
National  Association  of 

Rehabilitation  Facilities 
P.O.   Box  17675 
Washinqton,   D.C.  20041 


Telephone:  703/648-9300 
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A  PROPOSAL  FOR  MODIFICATION  OF  RATE  OF  INCREASE 
LIMITS  APPLICABLE   TO  REHABILITATION  HOSPITALS  AND 
DISTINCT   PART  UNITS   UNDER  THE  TAX  EQUITY  AND  FISCAL 
RESPONSIBILITY  ACT  OF   1982  (TEFRA). 

The  National  Association  of  Rehabilitation  Facilities  (NARF) 
is  the  principal  national  organization  of  medical,  vocational  and 
residential  rehabilitation  facilities.  Its  membership  includes 
most  of  the  freestanding  rehabilitation  hospitals  in  the  country 
and  a  substantial  number  of  the  distinct  part  rehabilitation 
units  in  general  hospitals.  These  hospitals  and  units  are 
excluded  from  the  Medicare  Prospective  Payment  System  (PPS)  and 
are  reimbursed  for  services  to  Medicare  patients  on  the  basis  of 
reasonable  cost,  subject  to  per-discharge  limits  established  by 
TEFRA. 

I.      THE  TEFRA  SYSTEM 

TEFRA  was  enacted  in  1982.  Among  its  provisions  was  an 
amendment  to  the  Medicare  Act  imposing  per-discharge  limits  on 
reimbursement  of  hospitals  for  service  to  Medicare  patients.  The 
idea  was  simple  enough.  A  hospital  is  assigned  a  base  year  and 
Medicare  reimbursement  thereafter  is  to  be  limited  to  its  cost 
per  discharge  in  that  year,  adjusted  for  an  inflation  factor, 
times  the  number  of  Medicare  discharges  in  a  subsequent  fiscal 
year.  Thus,  increases  in  reimbursement  per  Medicare  discharge 
are  limited  to  an  inflation  adjustment  determined  by  law  and/or 
regulation . 

This  system  was  initially  applicable  to  all  Medicare 
providers  and  viewed  as  a  temporary  measure  to  control  Medicare 
payments  to  hospitals  pending  introduction  of  a  prospective 
payment  system  for  Medicare.  With  the  passage  of  the  Social 
Security  Amendments  of  1983  the  PPS  was  established  for  most 
Medicare  provider  hospitals.  Certain  types  of  hospitals  and 
distinct-part  units  were  excluded  from  PPS.  These  included 
rehabilitation  hospitals  and  units.  Accordingly,  they  remained 
subject  to  TEFRA  limits  and  what  was  initially  a  temporary 
measure  has  become  a  way  of  life.  Many  hospitals  and  units  are 
now  in  their  sixth  or  seventh  year  under  such  limits. 

TEFRA  limits  are  based  on  a  provider's  Medicare  cost  per 
discharge  in  its  base  period  (which  varies  depending  on  its 
fiscal  year  and  date  of  exclusion  from  the  Medicare  PPS).  This 
base  year  cost  is  adjusted  by  an  annual  update  by  the  Health  Care 
Financing  Administration  (HCFA)  or  the  Congress,  ostensibly  to 
compensate  for  inflation.  The  adjustments,  however,  have  been 
more  a  function  of  the  requirements  of  the  federal  budget  than 
the  true  rate  of  inflation  experienced  by  providers.     For  example 
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the  total  market  basket  increase  since  the  start  of  the  PPS 
including  FY  1990  is  35.96%.  Excluded  facilities  have  received 
total  increases  of  28.80%.  To  the  extent  to  which  a  provider's 
costs  exceed  its  Medicare  discharges  times  its  TEFRA  limit,  such 
costs  are  not  reimbursed  by  Medicare.  To  the  extent  to  which  its 
costs  are  below  this  limit,  the  provider  receives  its  costs  plus 
the  lesser  of  50%  of  the  difference  or  5%  of  its  Medicare  costs. 


II.      DEFECTS  OF  THE  TEFRA  SYSTEM 


The  TEFRA  system  has  significant  defects  with  serious 
consequences  for  rehabilitation  facilities  and  their  patients. 
No  provision  is  made  for  change  in  case  mix  or  severity.  Higher 
costs  associated  with  longer  lengths  of  stay  and/or  more  intense 
care  during  a  stay  are  not  recognized  in  TEFRA  update  factors  or 
by  other  means.  Thus,  TEFRA  limits  are  a  de  facto  form  of  PPS, 
but  without  provision  for  adjustment:  to  reflect  changes  in  cost 
associated  with  changes  in  case  mix  or  severity  of  patients. 
This  has  been  recognized  by  the  Secretary  of  HHS ,  in  a  report 
submitted  to  the  Congress  October  9,  1987,  "Developing  a 
Prospective  Payment  System  for  Excluded  Hospitals"  (see 
Attachment  A),  and  by  the  Prospective  Payment  Assessment 
Commission  (See  Attachment  B) . 

Moreover,  the  gap  between  the  rate  of  inflation  in  health 
care  costs  and  the  updates  allowed  in  TEFRA  limits  has  compounded 
the  negative  effects  of  these  rigidities.  HCFA  and  the  Congress 
have  rationalized  updates  of  less  than  the  full  market  basket 
inflation  factor  on  the  theory  that  changes  in  DRG  coding  and 
increased  efficiency  were  offsetting  factors.  Rehabilitation 
providers  (which  had  no  access  to  the  former  and  little 
opportunity  for  the  latter)  were,  through  1987,  given  the  same 
updates . 1 

The  effect  of  this  shortfall  in  TEFRA  updates  has  been 
exacerbated  by  unique  factors  which  have  forced  increases  in  the 
costs  of  rehabilitation  providers.  These  are  of  two  general 
types.  One  relates  to  the  costs  of  certain  types  of  personnel: 
rehabilitation  nurses,  physical  therapists,  occupational  thera- 
pists and  similar  professionals  in  the  field.  The  second  is  a 
pervasive  increase  in  patient  acuity. 


1  In  1987  the  Congress  enacted  legislation  clarifying  that 
the  Secretary  of  HHS  has  zhe  authority  to  provide  separate 
updates  for  PPS  and  excluded  providers.  In  establishing  the 
updates  applicable  to  1988,  1989  and  1990  the  Congress  has 
provided  separate  and  higher  updates  to  excluded  providers  than 
PPS  hospitals,  but  not  in  a  measure  to  compensate  for  the 
historic  gap  between  updates  and  the  rates  of  inflation. 


114 


-   3  - 


Rehabilitation  is  a  labor  intensive  enterprise.  Provision 
of  the  therapies,  nursing  and  other  services  that  are  the 
substance  of  rehabilitation  requires  a  great  deal  more  staff  per 
patient    than    acute   medical    care.       This    reflects   the    fact  that 

rehabilitation  is  a  very  active  process,  while  most  acute  care  is 
not.  On  average  rehabilitation  providers  have  approximately  70% 
of  their  operating  cost  in  personnel.  The  comparable  figure  for 
acute  hospitals  only  is  56%. 2  Because  of  the  aging  of  the 
population  and  the  survival  of  accident  victims,  rehabilitation 
services  are  in  increasing  demand.  The  competition  for  skilled 
people  in  the  field,  nurses  and  therapists,  has  tended  to  push  up 
costs  faster  than  the  general  rate  of  inflation  at  the  same  time 
that  Medicare  updates  have  been  well  below  this  rate.  As  an 
example,  a  recent  survey  by  NARF  indicated  that  nursing  salaries 
in  rehabilitation  hospitals  and  units  increased  23.3%  between 
1985  and  1983.  The  cumulative  TEFRA  update  for  this  period  was 
11.1%. 

In  addition,  PPS  itself  has  had  a  profound  effect  on  admis- 
sions to  rehabilitation.  Because  of  the  pressure  applied  to 
acute  care  hospitals  to  reduce  lengths  of  stay  under  PPS, 
patients  are  being  transferred  to  rehabilitation  facilities 
sooner  after  the  onset  of  their  disabling  conditions.  This 
increases  average  requirements  for  nursing,  therapies  and  other 
ancillary  services.  In  many  cases  it  also  increases  lengths  of 
stay  in  rehabilitation. 

The  earlier  admission  of  patients  to  rehabilitation  and  the 
impact  of  this  on  rehabilitation  providers  has  been  recognized  by 
HCFA  in  granting  adjustments  to  TEFRA  limits  to  cover  increased 
lengths  of  stay  as  well  as  nursing  and  therapy  costs  associated 
with  higher  levels  of  acuity.3  It  has  also  been  acknowledged  by 
HCFA  relative  to  calculation  of  TEFRA  updates  for  excluded 
providers.      (See  Attachment  C,   p.  22388). 

Increased  acuity  of  patients  admitted  to  rehabilitation 
hospitals  and  units  was  documented  by  a  survey  conducted  by  the 
National  Rehabilitation  Hospital  in  Washington,  D.C.  Approxi- 
mately two-thirds  of  the  respondents  reported  increased  morbidity 
in  patients  over  the  1986-1987  period.  Increased  morbidity  was 
reflected    in    increased    nursing    hours    per    patient    day,  reduced 


2  1986  figures  from  NARF  Survival  Survey:  An  Inventory  of 
Wages  and  Salaries. 

3  Earlier  admission  to  rehabilitation  may  well  be  beneficial 
to  patients  since  it  permits  initiation  of  rehabilitation 
services  sooner  after  onset  of  a  disabling  condition. 
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functional  status  measures,  reduced  time  from  onset  to  admission 
to  rehabilitation,  increased  therapy  and  medical  services  and 
similar  indicators.  Many  applications  to  HCFA  for  adjustment  of 
TEFRA  limits  document  these  conditions. 

Because  update  factors  allowed  by  the  Congress  and/or  HCFA 
since  the  initiation  of  the  TEFRA  system  have  been  well  below  the 
rate  of  inflation,  as  a  practical  matter  the  only  way  that  a 
rehabilitation  hospital  or  unit  can  manage  its  per-discharge  cost 
to  stay  within  the  TEFRA  limit  is  to  reduce  the  average  length  of 
stay  of  Medicare  patients.  Any  increase  in  Medicare  length  of 
stay  almost  automatically  produces  a  penalty.  Thus,  the  TEFRA 
system  contains  a  very  pronounced  .bias  against  the  admission  of 
patients  with  conditions  that  are  likely  to  require  above  average 
lengths  of  stay. 

HCFA  has  recognized  the  need  for  adjustment  of  TEFRA  limits 
to  accommodate  these  pressures  and  has  granted  adjustments  or 
exceptions  to  limits.  The  process  is,  however,  slow  and 
generally  retrospective  in  effect.  Requests  for  adjustments  may, 
for  all  practical  purposes,  be  filed  only  after  completion  of  a 
fiscal  year  and  several  months  are  usually  required  before  a 
decision  is  rendered  by  HCFA. 

There  is  a  critical  need  to  modify  the  entire  system  to 
avoid  serious  harm  to  Medicare  patients  served  by  providers  of 
rehabilitation  services. 

III.      PROPOSAL  FOR  CHANGE 

To  address  these  problems  NARF  proposes  that  a  rehabilita- 
tion hospital,  long-term  hospital  or  unit  be  permitted  to  adopt  a 
more  recent  base  year,  which  is  representative  of  current 
operating  circumstances,  patient  acuity  levels  and  lengths  of 
stay.4  NARF  suggests  that  such  a  provider  be  given  the  election 
of  using  its  present  base  year  or  the  fiscal  year  most  recently 
concluded  on  or  before  December  31,  1988  as  the  base  year  for 
calculating  TEFRA  limits  on  subsequent  periods  and  that  revised 
TEFRA  rate  of  increase  limits  based  on  this  alternate  base  year 
be  effective  for  cost  reporting  periods  beginning  on  or  after 
January  1,  1990.  Providing  such  an  election  would  protect  those 
providers  who  have  costs  below  their  limits,  while  addressing  the 
very  serious  problems  of  the  majority  of  rehabilitation  hospitals 
and  units  which  have  costs  in  excess  of  the  limits. 


4  Some  rehabilitation  hospitals  are  excluded  from  the  PPS 
as  Long  Term  Hospitals  because  their  lengths  of  stay  are  over  25 
days.  This  proposal  covers  both  types  of  providers  because  their 
functional  characteristics  are  substantially  the  same. 
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Initially  NARF  proposed  that  the  alternate  base  year  for  a 
hospital  over  its  limit  be  that  ending  in  1989.  When  this 
proposal  was  reviewed  with  officials  of  the  Health  Care  Financing 
Administration  it  was  suggested  that  adjustment  of  per-discharge 
costs  incurred  in  1989  fiscal  years  to  exclude  the  costs  of 
service  under  the  Medicare  Catastrophic  Coverage  Act  (which  was 
effective  only  in  1989)  would  be  difficult,  if  not  impossible. 
For  this  reason  it  was  suggested  that  1988  be  adopted  as  the 
alternate  base  year  and  that  the  revised  TEFRA  limits  resulting 
therefrom  be  effective  in  the  first  period  not  affected  by  the 
Catastrophic  legislation.  This  suggestion  has  been  adopted  in 
their  revised  proposal  and  the  draft  of  bill  language  attached 
hereto  is  revised  accordingly. 

There  is  precedent  for  such  action.  The  Omnibus  Budget 
Reconciliation  Act  of  1989  provides  for  elective  rebasing  of 
cancer  hospitals  and  sole  community  .hospitals.  Regulations 
governing  adjustment  of  TEFRA  limits  to  reflect  the  catastrophic 
coverage  in  effect  for  1989  permitted  providers  to  elect  a 
provider's  base  year  or  its  most  recently  completed  fiscal  year 
for  computing  the  adjustment. 

Perhaps  the  most  compelling  justification  for  such  elective 
rebasing  is  that  the  higher  TEFRA  limits  thus  provided  would 
reflect  costs  incurred  in  the  new  base  year  by  hospitals  and 
units  when  it  was  known  that  such  costs  exceeded  the  TEFRA 
limits.  Under  these  circumstances  rehabilitation  hospitals  and 
units  may  be  presumed  to  have  incurred  only  the  most  necessary  of 
costs . 

In  addition  to  this  change  HCFA  should  continue  to  have  the 
authority  to  grant  exceptions  and  adjustments  to  recognize  future 
changes  in  circumstances  and  past  effects  of  TEFRA  limits. 

Amendment  of  Section  1886(b)  of  the  Medicare  Act  (42  U.S.C. 
1395ww)  is  required  to  effect  this  change.  A  draft  of  an  amend- 
ment to  this  provision  law  is  attached  hereto. 
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